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The Commonwealth Institute of Accountants desires to submit 


its views 


to the Committee on the subject of ‘‘The Taxation of Business Profits.’’ 


I—INTRODUCTORY COMMENTS 


The Institute believes that, basically, the 
“taxable income’’ of a business under- 
taking should be an accounting rather than 
a legal concept, and that, subject to the 
provision of such reasonable statutory safe- 
guards as might be considered necessary 
in order to protect the revenue, the net 
profits of a business, ascertained in accord- 
ance with ‘‘the principles of sound and 
prudent commercial practice’’ (to use the 
expression of the Lord President in the 
Roebank Printing Case), should constitute 
its taxable income. The Institute further 
believes that the existing provisions of the 
Commonwealth Income Tax Assessment 
Act which govern the determination of the 
taxable incomes of business undertakings 
should be amended to bring them into 
much closer harmony with the accounting 
procedures which are adopted in ascertain- 
ing the annual net profits arising from 
business activity. By ‘‘business under- 
taking’’ is meant all forms of business, 
whether conducted by sole traders, part- 
nerships, trustees, corporate or unincor- 
porate bodies, in which, in order to deter- 
Mine the financial results of the year’s 
Operations, it is necessary to prepare a 
profit and loss statement. 

Acceptance of the Institute’s proposal 
Would require some modification of a legal 


principle which has long formed one of 
the cornerstones of the British and Aus- 
tralian tax structures, namely, that in 
assessing annual ‘‘profits and gains’”’ 
(Britain) or ‘‘taxable income’’ (Austra- 
lia) a sharp and significant distinction 
must be drawn between the ‘‘fixed’’ and 
‘‘eirculating’’ capitals of a business. ‘‘The 
reason for the distinction between fixed 
and floating or cireulating capital is not far 
to seek. In assessing a trader to income tax 

the revenue authorities are only con- 
eerned with his annual gains and profits 

in the year of assessment. They are 
not in the least concerned with his financial 
position as a whole at the end of the time 
as compared with his financial position at 
the beginning. Changes in the value of his 
fixed capital are therefore disregarded ex- 
cept where it is expressly provided in the 
Act. On the other hand changes in his 
circulating capital must be taken into con 
sideration in ascertaining his annual gains 
and profits. For the profits or losses in a 
year of trading cannot be ascertained un- 
less a comparison be made of the circulat- 
ing capital as it existed at the beginning of 
the year with the circulating capital as it 
exists at the end of the year. ft is indeed 
by causing the floating capital to chang: 
in value that a loss or profit is made.’’ (Per 
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Taxation of Business Profits—continued 
Romer, L.J., Golden Horse Shoe (New) 
Ltd. v. Thurgood (1933), 18 T.C., at p. 
300. ) 

Under this principle: 

(a) depreciation and amortisation al- 
lowances in relation to fixed assets 
are a statutory concession; they are 
not recognised as a basic cost which 
must be taken into account in de- 
termining business net profit ; 
‘*fixed’’ capital is invested with the 
characteristic of permanency ; 
periodic net profit or net loss is to 
bh ascertained by the process of 
valuing the ‘‘circulating’’ capital of 
the business at the beginning and 
close of the period; 
the accounts of industrial and com- 
mercial enterprises theoretically 
should be kept on ‘‘the double ac- 
count system’’ (‘‘a system under 
which two accounts, Capital and 
Revenue . are separate accounts, 


the Capital Account being concerned 
with the company’s fixed capital and 
its application and the Revenue Ac- 


count with the company’s circulat- 
ing capital and its application’’ 
(per Lord Blansburgh in Atherton 
v. British Insulated and Helsby 
Cables Ltd., 10 T.C., at p. 203). 

It is submitted that the retention of this 
principle as a basic income tax concept in 
relation to business incomes provides one 
of the most serious obstacles to the develop- 
ment of logical, practical, and long-range 
income tax legislation in this country. It 
is a principle which has given rise to and 
sanctioned numerous’ judicial findings, 
statutory provisions, and administrative 
rulings which not only have proved to be 
vexatious in their application but which 
clearly are incompatible with modern busi- 
ness practice. 

An examination of the definitions con- 
tained in s. 6 of the Commonwealth Income 
Tax Assessment Act reveals that from the 
outset Parliament has approached the ques- 
tion of ascertaining the taxable income of 
a business on strictly legalistic grounds. 
Two artificial statutory concepts have been 
created—‘‘assessable income’’ on the one 
hand, and ‘‘allowable deductions’’ on the 
other hand. Where the former is greater 
than the latter, the difference is the ‘‘tax- 
able income.’’ 
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Neither in s. 6 nor in any other section 
of the Act is there any statutory recogni- 
tion of the positive relationship which 
should exist between the taxable income 
and the annual profits of a business caleu- 
lated in accordance with accepted account- 
ing procedures. Indeed, under the Com- 
monwealth Income Tax Assessment Act ‘‘it 
is not permissible to determine the profits 
or gains of a business upon commercial 
principles’’ (per Dixon, J., The Federal 
Commissioner of Taxation v. Gordon, 43 
C.L.R., at p. 461). Whilst in practice both 
the Commissioner and the taxpayers accept 
and use accounting revenue statements as a 
means of assisting in the determination of 
the taxable income of a business, this prac- 
tice is a concession to administrative con- 
venience, an expedient without which the 
legalistic procedure of ascertaining the tax- 
able income of a business would become un- 
workable. For example, on a strict inter- 
pretation of the Act, revenue expenditure 
is deductible only in the year in which it is 
incurred. Under this interpretation there 
is no warrant for the use of the familiar 
accounting device by which, at balance 
dates, numerous revenue charges which 
have been incurred during the year, but 
the benefits of which relate in whole or in 
part to a succeeding period, are treated as 
pre-payments and carried forward to be 
charged in the revenue statement of the 
succeeding and appropriate accounting 
period, e.g., rents, rates, and insurances 
paid in advance; factory supplies and 
stationery stocks purchased during the 
period which have not been fully used in 
the year of purchase. In practice, the letter 
of the law is frequently abrogated by ad- 
ministrative action and by custom, thus 
clearly demonstrating that the Commis- 
sioner (and perhaps also the Courts) recog- 
nise a conflict between legalistic and ac- 
counting concepts of income, and _ have 
gone part of the way at least towards ae- 
cepting accounting concepts. The fact re- 
mains, however, that under the Act the 
fundamental concept of business taxable 
income is fashioned on purely legal con- 
siderations. The Commonwealth Institute 
of Accountants disagrees with this basi¢ 
approach. It believes that accepted ac 
counting procedures and practices should 
be given statutory recognition as the 
foundation for determining the taxable 
income of a business. This view has wide- 
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Taxation of Business Profits—continued 

spread and influential support in other 
parts of the world. In Great Britain: ‘‘The 
general objective of the desired reforms 
should be to make the calculation of tax- 
able business profits conform as closely as 
possible to current ideas of good commer- 
cial accounting’’ (The Definition of Taz- 
able Business Profits, p. 5—the joint evi- 
dence recently submitted to the Tucker 
Committee by The Federation of British 
Industries and the Association of British 
Chambers of Commerce). ‘‘ Having regard 
to the fundamental nature of income tax 


The Australian Accountant 43 


as a tax on income, there ought to be no 
major disparity between profits as com- 
puted for taxation purposes and profits 
computed on generally accepted accounting 
principles’’ (Memorandum submitted to 
the Tucker Committee by the Institute of 
Chartered Accountants in England and 
Wales» p. 5). In The United States of 
America: ‘‘Conecerted efforts must, how- 
ever, be directed to making effective the 
purpose of Congress that business income 
should be determined by sound business 
aceounting (Journal of Accountancy, vol. 
83, p. 382, Geo. O. May). 


Il.—THE ACCOUNTING CONCEPT OF ANNUAL NET PROFIT 


The accounting view of the basic con- 
siderations which should be taken into ac- 
count in the computation of the periodic 
net profit or net loss of a business under- 
taking is illustrated by the following ex- 
tracts from recognised authorities. 

A. A. & G. E. FitzGERALD 

‘‘Profits are the excess of income earned 
during a given period over the costs in- 
curred in earning that income. In the long 
run, income earned is the same as income 
received; and all expenditure is cost. . 

It is evident that in the long-run no dis- 
tinction arises between capital expenditure 
and revenue expenditure; and that, if 
profit were to be determined over the life- 
time of a business only, the accounting 
problems involved would be simple. For 
shorter periods, however, it would be neces- 
sary to determine income earned (which 
in the short-period does not necessarily 
coincide with income received) and expen- 
diture incurred in earning that income 
(which in the short-period does not neces- 
sarily coincide with all expenditure in- 
curred). This determination of income 
earned and expenditure incurred in earn- 
ing that income, and the ‘matching’ of one 
with the other, is the major accounting 
problem. It involves a series of estimates 
and it results in the preparation of a profit 
and loss account for the period. It also 
provides the material for the preparation 
of a balance sheet as at the end of the 
period. Income earned is eredited to the 
profit and loss account; expenditure in- 
curred in earning that income is debited 
to the profit and loss account. Income re- 
ceived but not yet earned, income earned 
but not yet received, expenditure incurred 


in earning the income but not yet paid, ex- 
penditure paid but not yet used in earning 
the income are all carried forward in the 
balance sheet, as deferred income, book 
debts, liabilities, and deferred expenditure 
respectively. Deferred income and deferred 
expenditure are carried forward with the 
intention that they will form part of the 
‘matching’ of income and expenditure in 
future accounting periods ; deferred income 
being credited to profit and loss account as 
it is earned, and deferred expenditure 
being debited to profit and loss account as 
it is used in earning income. Here, again, 
no distinction arises between capital ex- 
penditure and revenue expenditure. In 
the long-run, all expenditure is cost; in the 
short-run, expenditure used or expired is 
current cost, expenditure unused or unex- 
pired is deferred cost. Current cost ap- 
pears in the profit and loss account; de- 
ferred cost in the balance sheet.’’ (Form 
and Contents of Published Financial State- 
ments, pp. 33-35.) 
SANDERS, HATFIELD & Moore 

‘‘The division of the life of a business 
enterprise into fiscal periods has created 
the problem of determining the income of 
the enterprise for each particular fiscal 
period. This determination is the most im- 
portant task of accounting. The prepara- 
tion of an income statement is an attempt 
to perform this task. The income statement 
discloses, first, the procedure followed in 
making the determination, and, second, the 
net income itself. All income and all 
expense should be correctly allocated to 
the periods to which they apply. In this 
way the net income of the period under 
consideration will be properly ascertained. 
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Taxation of Business Profits—continued 

In any business a considerable proportion 
of the income and of the expense will be so 
clearly associated with the period under 
consideration as to raise no question about 
its allocation. But in nearly every business 
an appreciable proportion of both income 
and expense is either plainly identified 
with a prior or later period, or its alloca- 
tion is in doubt. The principles of account- 
ing furnish a guide for the treatment of 
these areas of doubt, but there must always 
be a considerable exercise of judgment in 
arriving at the best procedure. The pro- 
portion of the total income and expense 
thus depending upon experienced judg- 
ment varies greatly from relatively small 
amounts in businesses of quick turnover 
and small fixed investment to very large 
amounts in businesses of slow turnover, 
long-time contracts, and large fixed invest- 
ment. In businesses of the former class the 
financial statements may always be pre- 
pared with greater assurance of correctness 
than is attainable in the latter class of 
business.’’ (A Statement of Accounting 


Principles, pp. 25-26.) 


INSTITUTE OF CHARTERED ACCOUNTANTS 
IN AUSTRALIA 

‘‘The profit and loss account ‘should be 
presented in such a form as to give a clear 
disclosure of the results of the period 
and the amount available for appropria- 
‘tion, for which purpose it may con- 
veniently be divided into sections. Such a 
disclosure implies substantial uniformity 
in the accounting principles applied as be- 
tween successive accounting periods; any 
change of a material nature, such as a 
variation in the basis of stock valuation or 
in the method of providing for depreciation 
or taxation, shonld be disclosed if its effect 
distorts the results. The account should 
‘disclose any material respects in which it 
includes extraneous or non-recurrent items 
or those of an exceptional nature, and 
should also refer to the omission of any 
item relative to, or the including of any 
item not relative to, the results of the 
period.’’ (Recommendations on Account- 
ing Principles, p. 11.) 


W. A. Paton 

‘*Modern accounting essays the difficult 
task of breaking the continuing stream of 
business operation into time sections. The 
result, at the best, is no more than a series 
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of careful estimates. To prepare an income 
statement for a particular month, quarter, 
or year requires the severing of many 
living threads; each report is tentative in 
that its final validation depends in part at 
least upon future events. It is no wonder 
that former Justice Brandeis and others 
have suggested that there can be no wholly 
dependable computation of net income 
until the particular enterprise has run its 
course. . . . ‘Costs’ rather than ‘assets’ is 
the significant term in present-day ac- 
counting. Costs are ineurred and _ are 
charged to cost accounts. From time to 
time the pool of costs is analysed for the 
sake of determining the charges to be ap- 
plied to current revenues on the one hand 
and prospective revenues on the other. 
After absorption of the expired costs the 
amount to be deferred emerges as an 
‘asset’ balance.’’ (Recent and Prospective 
Developments in Accounting Theory, pp. 
7 and 11.) 


G. O. May 

** Accountants realize that income cannot 
with even approximate accuracy be allo- 
cated to a particular year, especially in the 
case of taxpayers carrying on an extensive 
and complex business. No year is sufficient 
unto itself—each year’s operations are 
bound up with and dependent on the opera- 
tions of earlier and later years. Conse- 
quently, any attribution of income to a 
single year in such cases must at best be no 
more than a very rough approximation 
based on accepted conventions. Many, 
however, who have not had much experi- 
ence in such matters look on the income of 
a year as a very definite, significant and 
even a precise thing. They are reluctant 
to accept the proposition that there can be 
two ways of determining the income of a 
given year, which will give substantially 
different results and be equally admissible 
and correct... . From an accounting stand- 
point, the distinguishing characteristic of 
business today is the extent to which ex- 
penditures are made in one period with 
the definite purpose and expectation that 
they shall be the means of producing 
profits in the future; and how such expen- 
ditures shall be dealt with in accounts is 
the central problem of financial account- 
ing.”’ (Twentyfive Years of Accounting 
Responsibility, pp. 113 and 284.) 

The foregoing views are submitted as 
typical of modern accounting thought oD 
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Taxation of Business Profits—continued 
the problems associated with the determin- 
ation of periodic net profit or net loss aris- 
ing from business activity. 

These views may conveniently be sum- 
marised as follows: 

(a) Business net profit or net loss is in- 

capable of precise annual measure- 

(whether by legalistic, 
or accounting pro- 


ment 
economic, 
cedures ). 
In the difficult task of attempting 
this measurement, accounting tech- 
niques have been developed which, 
with acknowledged limitations and 
defects, may justifiably be con- 
sidered to supply a more consistent 
and effective procedure than either 
arbitrary legalistic rules which have 
been given judicial approval and, in 
many instances, statutory expres- 
sion, or shadowy and generally im- 
practicable concepts which have 
their origin in economic theories, 
many of which have now been re- 
fined or entirely abandoned by 
economists. 

The determination of business 
annual net profit or net loss is essen- 
tially a question of making an ap- 
propriate classification of revenues 
and costs applicable to the period 
under consideration; a satisfactory 
practical result cannot be obtained 
by a process of valuation. In the 
long view the distinction between 
revenue and capital expenditure 
loses its historical significance in the 
case of the going concern business if 
it is recognised and accepted that all 
expenditures (whether described as 
expenses, or have a 


costs, assets } 


III.—JUDICIAL RECOGNITION 


Whilst accounting techniques for deter- 
mining business profits do not enjoy 
statutory recognition under the Common- 
wealth Income Tax Assessment Act, never- 
theless they are employed and accepted in 
the practical administration of the Act— 
possibly to a greater extent than is con- 
sciously realised. These techniques have 
also been the subject of consideration by 
the Courts from time to time. 

Under the British income tax law, as 
interpreted by the Courts, there has been 
a growing tendency, in the absence of 
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direct and positive association with 
revenues and that these expen- 
ditures (or a proportion of them) 
must be related to the revenues 
earned during particular periods of 
time, before net profit or net loss 
can be computed. 

In seeking to obtain the substitution of 
business profit, ascertained in accordance 
with recognised accounting procedures, for 
the existing legal concept of business tax- 
able income, the Commonwealth Institute 
of Accountants endorses the views of the 
American Institute of Accountants, 
namely, that ‘‘current methods of obtain- 
ing public revenue represent a mixture of 
short-term expediency and a vague idea of 
taxing all possible gains or profits immedi- 
ately, to produce the maximum amount of 
revenue year by year, without regard to 
tax effects, economic consequences on 
subsequent vears. This policy ignores the 
fact that over the entire lifetime of busi 
ness enterprises, particularly corporations, 
total profits can only be so much and that, 
barring bankrupteyv or liquidation, the 
government must receive the tax sooner or 
later. If a loss is written off in one year, 
there will be more taxable income for the 
succeeding year, so that, assuming consis 
tent accounting procedures, the long-run 
tax consequences must equalize for ‘most 
businesses. Furthermore, there is an 
obvious fallacy in a tax structure which at- 
tempts to allocate inflexibly income and ex 
pense into static year-end segments which 
have no connection or communication with 
the continuing years of business operation, 
and whieh emphasize primarily the pur- 
pose of obtaining maximum tax collec- 
tions.’’ (The Journal of Accountancy, vol 


77, p. 38.) 


OF ACCOUNTING TECHNIQUES 


statutory restraints, to place increased em- 
phasis on ‘‘commercial practices’’ as the 
criteria for resolving doubts on questions 
which have involved the determination of 
the annual balance of the ‘‘profits and 
gvains’’ of traders. It is of course true, and 
it should be acknowledged, that the British 
judiciary has generally been solicitous of 
the interests of the business community. 
The sentiments of Lord Maenaghten in 
Dovy v. Cory (1901), A.C., at p. 488, when 
he said, ‘‘I do not think it is desirable for 
any tribunal to do that which Parliament 


or 
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Taxation of Business Profits—continued 

has abstained from doing—that is, to 
formulate precise rules for the guidance or 
embarrassment of business men in the con- 
duct of business affairs,’’ are typical. 

The following excerpts from reported tax 
cases will illustrate the view of the British 
judiciary on the importance of accounting 
procedures in determining questions of 
liability to income tax on business profits, 
and will indicate the growing respect which 
has been attached to these procedures. 


1881 

‘*The statute refuses to take an ordinary 
balance sheet or the net profits thereby as- 
certained as the measurement of the assess- 
ment and requires the full balance sheet 
without allowing any deductions except for 
working expenses and without regard to 
the state of the capital account or the 
amount of the capital employed in the con- 
cern, or sunk and exhausted or with- 
drawn.’’ (Per The Lord President, in Colt- 
ness Iron Co. v. Black, 1 T.C., p. 308.) 


1884 

‘‘Therefore I am right in saying that in 
making out the balance sheet to show what 
profit a trader has made under Schedule D 
it is not to be worked out in the same way 
that the trader would make out his balance 
sheet for his own information showing 
what profit or loss he has made.’’ (Per 
Smith, J., in Gillatt and Watts v. Col- 
quhoun, 2 T.C., at p. 84.) 


1889 

‘*Now it appears to me that the way in 
which the company have kept their books 
brings this out very clearly. I do not mean 
to say that they are in the least degree 
bound by anything in their books. Just as 
little are they bound by that as the Income 
Tax Commissioners are bound to take the 
Balance Sheet of the company as the true 
measure of the income.’’ (Per The Lord 
President, in Edinburgh Southern 
Cemetery Co. v. Kinmont, 2 T.C., at 
p. 525. 

Note: In these three cases, which all 
denied the taxpayers deductions which 
were deemed to be on ‘‘eapital’’ account, 
it is curious to observe the references to 
the computation of profit per medium of 
the balance sheet. This is consistent with 
British accounting thought at the relevant 
period, which accepted the valuation pro- 
cess as the determinant of profit and loss. 
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1925 

‘*It is | apprehend now well settled that 
in the Income Tax Acts unless the context 
requires a different meaning to be placed 
upon them such words as ‘profits’ ‘gains’ 
‘capital’ are to be considered according to 
their ordinary signification in commerce 
and accounting.’’ (Per Lord Blansburgh, 
in Atherton v. British Insulated and 
Helsby Cables Ltd., 10 T.C., p. 203.) 
1927 

‘‘How then would the matter stand 
were the company here making out an 
ordinary profit and loss account for the 
three months in question? The answer 
must be that they would show as a debit, 
the accrued liability in respect of the 
failure to keep the mines in working condi- 
tion. Any balance of profit and loss arrived 
at by omitting this item of liability would 
obviously be an entirely false and fictitious 
balance and such no auditor could properly 
pass.’’ (Per Sargent, L.J., in The Naval 
Colliery Co. Ltd. v. The Commissioners of 
Inland Revenue, 12 T.C., p. 1038.) 


1928 

‘The Acts always subsume—as the basis 
for the ascertainment of such balance [the 
balance of profits and gairs|—a proper 
trading account made up on the principles 
of sound and prudent commercial practice. 
I know of no standard for making the vital 
but often delicate distinction between a 
revenue charge appropriate to form a de- 
duction from trading receipts and a capital 
charge which ought not to enter into the 
ascertainment of trading profits, except 
the standard set by the prudence and ex- 
perience of merchants. Even where a 
proper trading account, unexceptionable in 
every respect from the point of view of 
sound commercial principle, has been sub- 
mitted it is liable to be trimmed so as to 
bring it into conformity with the special 
provisions of the Income Tax Acts. . . no 
deduction is permissible in stating the bal- 
ance of profits and gains for the purpose 
of income tax which would not be per- 
missible in the taxpayer’s trading account 
if made up on the principles of sound com- 
mercial practice.’’ (Per The Lord Presi- 
dent, in Roebank Printing Co. Ltd. v. The 
Commissioners of Inland Revenue, 13 T.C., 
p. 874.) 

Note: The three last-mentioned cases give 
positive recognition to commercial and ac- 
counting practices and refer to the profit 
and loss statement, as distinct from the 
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Taxation of Business Profits—continued 

balance sheet, as the accounting document 
employed to disclose how the results of the 
year have been computed and the product 
so obtained. 


The foregoing dicta support the view 


that in recent years there has been a grow- 
ing tendency on the part of authoritative 
British Courts to recognise the significance 
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of accounting procedures in determining 
the annual amounts on which persons en- 
gaged in business should be subject to tax. 

Accounting procedures having thus ac- 
quired administrative and judicial recog- 
nition, the logical and inevitable next step 
is to give them statutory recognition free 
from unnecessary and undesirable statu- 
tory restrictions. 


IV._STATUTORY PROVISIONS UNDER THE COMMONWEALTH INCOME 
TAX ASSESSMENT ACT WHICH GOVERN THE DETERMINATION OF 
BUSINESS TAXABLE INCOME 


‘The method of arriving at the amount 
of taxable income is an artificial statutory 
one by which gross receipts (‘assessable in- 
come’) are taken as a base from which the 
deductions specified in the Act (‘allowable 
deductions’) are made. The Commonwealth 
Act differs therefore from the English Act 
in that it is not permissible to determine 
the profits and gains of a business upon 
commercial principles subject to any 
special provisions of the Act, and then take 
these profits or gains into the assessable 
income.’’ (Gunn’s Commonwealth Income 
Tax Law and Practice (2nd ed.), p. 38.) 


The main provisions of the Act which 


regulate the determination of taxable in- 
come, i.e. sections which deal with assess- 
able income and allowable deductions, are 
contained in divisions 1, 2, and 3, Part III. 
These three divisions are all-embracive in 
character. No attempt has been made to 
separate the provisions which relate specifi- 
cally to business assessable incomes and 
allowable deductions from those which re- 
late to the assessable incomes and allowable 
deductions of taxpayers who are not en- 
gaged. in business. 

Once the appropriate sections are iden- 
tified it may be said that divisions 1, 2, and 
3 of Part III provide the general code 
which is applied in levying income tax on 
business incomes. These divisions, however, 
are not exhaustive of the subject, as legis- 
lation has been enacted in other divisions 
of Part III to establish arbitrary bases of 
assessment in the cases of businesses which 
have special features or where, for some 
other reasons, the general principles cannot 
be applied, for example, life assurance 
companies, film businesses controlled 
abroad. 

As this Institute is restricting its repre- 
sentations to the broad issue of the basic 


approach to the taxation of business in- 
comes, it is not proposed, nor is it neces- 
sary, to deal with individual sections of 
the Act, except to the limited extent 
necessary to illustrate or support the main 
theme. 

On the subsidiary question of the ar- 
rangement of the Act, it is submitted, how- 
ever, that some effort should be made to 
disentangle the confusion which at present 
exists and that, if possible, the provisions 
which relate to the taxing of business in- 
comes should be separately grouped. 

(a) Assessable Income 

The Act does not define the term ‘‘in- 
come.’* ‘*The word ‘income’ is not a term 
of art, and what forms of receipts are com- 
prehended within it, and what principles 
are to be applied to ascertain how much of 
those receipts ought to be treated as in- 
come, must be determined in accordance 
with the ordinary concepts and usages of 
mankind, except in so far as the statute 
states or indicates an intention that re- 
eeipts which are not income in ordinary 
parlance are to be treated as income, or 
that special rules are to be applied for 
arriving at the taxable amount of re- 
eeipts.’’ (Per Jordan, C.J., Scott v. Com- 
missioner of Taxation (N.S.W.), 3 A.T.D., 
at pp. 144, 145.) 

Having regard to the complexity of 
modern business, and to the infinite variety 
in the character of the transactions which 
go to make up business activity in the 
widest sense, the Institute recognises that 
it would be undesirable, even if it were 
practicable, to attempt a statutory defini- 
tion of ‘‘income.”’ 

In the case of business taxable income 
judicial tribunals can always be depended 
upon to reach decisions appropriate to the 
facts in the particular case. As Lord 
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Taxation of Business Profits—continued 

Macnaghten aptly pointed out in Dovy v. 
Cory (1901), A.C., p. 477, ‘‘There never 
has been and I think there never will be 
much difficulty in dealing with any par- 
ticular case on its own facts and circum- 
stances.’’ This helpful and practical atti- 
tude has been exemplified in many decided 
cases. By way of illustration, reference is 
made to two of these cases in which the 
judgments turned upon accounting consid- 
erations. In The Sun Insurance Company 
Ltd. v. Clark (6 T.C., p. 59), the House 
of Lords held ‘‘that where it can be shown 
to the House of Lords that a commercial 
practice is sound, the adoption or recogni- 
tion of that practice will not be denied 
simply because of a prior decision of the 
Ifouse where the practice was not estab- 
lished.’’ In that ease it was held that a 
provision made by the company in its ac- 
counts in respect of an anticipated loss was 
an admissible deduction in ealeulating the 
balance of annual profits and gains. In the 
instant case an amount calculated on the 
footing of 40% of the yearly premiums 


credited in the accounts was deducted as a 
provision against losses on risks which had 


not expired at balance date—losses which 
were inevitable but which were incapable 
of precise measurement. In W. Thomas & 
Co. Ltd. v. The Commissioner of Taxation 
(W.A.), 45 C.L.R.,.p. 539, the full High 
Court, in a joint judgment, rejected the 
claim of the Commissioner of Taxation that 
a profit on the sale of the capital assets of 
a business was taxable under the Western 
Australian Dividend Duties Act 1902-1924. 
The Court said: ‘‘It is quite unusual and 
contrary to all commercial practice to in- 
elude under profits, gains or losses arising 
from causes not directly connected with the 
business of the company. In the Act 
under consideration the legislature is deal- 
ing with commercial ventures and must be 
taken to legislate with regard to the usual 
methods of ascertaining profits thereon, 
consequently, when the Act uses the words 
‘‘all profits made by a company carrying 
on business’’ it is referring to profits aris- 
ing from the trading or business operations 
of a company and not to profits of any 
description such as increments arising from 
the appreciation in the value or the realisa- 
tion of capital assets of a company.’’ 

The Institute recognises that Parliament 
must reserve the right at all times to enact 
special legislation to deal with transactions 
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of a particular nature and to invest such 
transactions, if necessary, with the statu- 
tory character of assessable income or to 
exempt them in whole or in part from that 
character, as the case may be. Provisions 
of this sort are necessary in order to de- 
termine whether ‘‘easual’’ and ‘‘capital”’ 
profits are to be subject to or exempt from 
income tax, and in what circumstances. 
Under generally accepted accounting pro- 
cedures, profits under these two classifica- 
tions are distinguished from normal 
trading profits. 

In relation to ‘‘normal’’ trading profits, 
sometimes otherwise described by accoun- 
tants as ‘‘operating’’ profits, there should 
be a clear-cut statutory acknowledgment 
of the principle that the revenues which 
are credited annually in the profit and loss 
statement, if determined in accordance 
with generally accepted accounting doc- 
trines and conventions, should constitute 
the assessable income of a business. Accep- 
tance of this view will call for a careful 
examination of the provisions of division 2 
of Part III, and probably other sections of 
the Act. Some of the provisions of division 
2 of Part III are clearly inconsistent with 
accounting theory and procedures. By way 
of illustration, those relating to stock in 
trade are cited. 

Expenditure incurred by a business in 
the purchase of stock in trade, from an 
accounting point of view, is not an out- 
going of eapital nor an expenditure of a 
capital nature. If this view is accepted it 
should no longer be necessary to treat the 
deduction of the cost of purchasing stock 
in trade as a statutory concession in ealeu- 
lating the assessable income of a business. 
(Seetion 51 (2).) 

Further, it is inappropriate to describe 
the excess of the value of trading stock on 
hand at the end of the year over the value 
of trading stock on hand at the beginning 
of the year as assessable income. (Section 
28 (2).) Income is not created merely by 
purchasing and holding stock. Under ae- 
counting theory income is recognised where 
stock has been sold at a higher figure than 
cost, the difference being the profit or in- 
come. Stock on hand at the close of an 
accounting period, basically, is a deduction 
to be made from the total of the value of 
the stock on hand at the commencement of 
the year and the stock acquired during that 
period. 
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Taxation of Business Profits—continued 

It is also questionable whether the pro- 
visions of s. 31 serve any useful purpose. 
It is doubtful whether they are literally 
observed in practice; and on grounds of 
accounting theory they are objectionable 
in that they sanction the adoption of dif- 
ferent bases of valuation from year to year, 
thus encouraging inconsistency, with con- 
sequential distortion of the net profits or 
taxable incomes of successive vears. 


In practice many different procedures 
are adopted in order to ascertain the 
‘‘value’’ of trading stocks on hand at the 
close of the accounting period. Most of 
these practices are governed by considera- 
tions of managerial and financial policy, 
and in the majority of cases the ‘‘valua- 
tions’? are conservative: adequate allow- 
ances are made for slow-moving and obso- 
lete stocks, and as a safeguard against ad- 
verse market movements prices of stock 
units are frequently written down below 
original or current cost (assuming that 
‘‘eost’’? can be determined). There can be 
no question that a large number of busi- 
nesses have created secret stock reserves. 
It is also true that over the entire field of 
business incomes the Commissioner must 
find it extremely difficult to enforce strict 
compliance with the provisions of s. 31. 
Why not abandon the section and permit 
business taxpayers to adopt any method 
they wish to select for ‘‘valuing’’ unsold 
stock-in-trade, provided the method is a 
recognised accounting procedure, and pro- 
vided, once adopted, it is consistently ap- 
plied in successive accounting periods? 
Over the years the total quantum of busi- 
ness taxable income would not be affected 
—under-valuations in one year would be 
expressed in inereased profits in a subse- 
quent year when stocks are sold. This view 
finds support from the Institute of Char- 
tered Accountants in England and Wales: 
“Owing to the varying circumstances of 
different businesses, no particular basis of 
valuation is suitable for all cases and it is 
therefore not desirable to attempt to frame 
special income-tax rules for the valuation 
of trading stocks. The method of valuation 
should be that adopted by the business, 
provided it is applied consistently from 
period to period and is based on accepted 
accounting principles.’’ (Memorandum 
submitted to the Tucker Committee, p. 18.) 
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Generally speaking, however, in practice, 
assessable income (or gross proceeds) as 
ascertained under the Act, and gross 
revenues (or gross earnings) as ascertained 
in accordance with accounting procedures, 
give a common result. The field of con- 
troversy in this area is a comparatively 
limited one. 


(b) Allowable Deductions ‘ 


The greatest conflict between the ac- 
counting concept of net profit and the 
statutory and judicial concepts of taxable 
income respectively is to be discovered in 
the tests which are applied in deciding 
what amounts are to be deducted from 
gross revenues in order to arrive at net 
profit and from assessable income in order 
to arrive at taxable income; the debit 
items in the profit and loss account and 
the allowable deductions. 

This conflict arises from the fact that 
the accounting concept that all expen- 
ditures have a common character (whether 
described as costs, expenses, or assets), and 
that net profit can only emerge after a 
rational attempt has been made to attribute 
the whole or part of those expenditures to 
the gross revenues which are accounted for 
during a particular time period, is at vari- 
ance with the legal doctrine that all ex- 
penditures are susceptible of classification 
into two watertight compartments, revenue 
and capital, and that expenditures of the 
latter type cannot enter into the calcula- 
tion of the annual taxable income except 
on the basis of a statutory concession. 

The practical effect of this conflict is 
manifested in the disallowance, for income 
tax purposes, of a number of costs, ex- 
penses, and losses, which commercially are 
regarded and treated as proper charges in 
the annual revenue statement of a business. 
Thus income tax is levied, not on the real 
protits of a business, but on an artificial 
profit, which in some instances may be con- 
siderably higher than the profit determined 
in accordance with generally accepted com- 
mercial practice. 

The legal tests which are applied in sep- 
arating revenue and capital expenditure 
have been built up over the years, and 
Dixon, J., has supplied an authoritative 
and extremely useful summary of these 
tests in his judgment in the case of Asso- 
ciated Newspapers Limited v. The Com- 
missioner of Taxation, 1 A.I.T.R., pp. 411 
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Taxation of Business Profits—continued 

and 413: ‘‘In the attempt, by no means 
successful, to find some test or standard by 
the application of which expenditure or 
outgoings may be referred to capital ac- 
count or to revenue account the Courts 
have relied to some extent upon the differ- 
ence between an outlay which is recurrent, 
repeated or continual and that which is 
final or made ‘once for all’, and to a still 
greater extent upon a distinction to be dis- 
covered in the nature of the asset or ad- 
vantage obtained by the outlay. If what is 
commonly understood as a fixed capital 
asset is acquired, the question answers it- 
self. But the distinction goes further. The 
result or purpose of the expenditure may 
be to bring into existence or procure some 
asset or advantage of a lasting character 
which will enure for the benefit of the 
organization or system or ‘profit earning 
subject’. It will thus be distinguished 
from the expenditure which should be re- 
couped by circulating capital or by work- 
ing capital. .. . There are, | think, three 
matters to be considered, (1) the character 
of the advantage sought, and in this its 
lasting qualities may play a part, (2) the 
manner in which it is to be used, relied 
upon or enjoyed and in this and under the 
former head recurrence may play its part, 
and (3) the means adopted to obtain it; 
that is by providing a periodical reward 
or outlay to cover its use or enjoyment for 
periods commensurate with the payment or 
by making a final provision or payment so 
as to secure future use or enjoyment.’’ 


It must be apparent that the substitution 
of the accounting concept of business net 
profit for the legal concept of business tax- 
able income can only become effective if 
the Treasurer and the taxation administra- 
tion are prepared to acknowledge that the 
legal outlook on business expenditures, as 
expressed in s. 51 of the Act, and as sum- 
marised in the decision of Dixon, J., quoted 
above, is at variance with modern business 
concepts and therefore unsuited to form 
one of the basie principles of the Australian 
income tax structure. The Institute seeks 
acceptance of the accounting view that 
business expenditures are incapable of 
being compressed into two distinct and un- 
related watertight compartments, ‘‘eapi- 
tal’’ and ‘‘revenue,’’ and that, broadly 
speaking, all expenditures, however des- 
eribed, must necessarily be associated with 
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the earning of revenues and must form 
part of the cost of earning such revenues, 
The Institute, further, seeks acceptance of 
accounting procedures as the means of at- 
tributing such expenditures to artificial 
time periods in the continuing life of the 
going concern business. 

Acceptance of the Institute’s proposal 
would mean discarding the legal view that 
so-called ‘‘capital’’ expenditure can never 
form a deduction in ecaleulating business 
taxable income, except on the footing of a 
statutory concession. 

The Institute concedes, however, that if 
the accounting view is accepted, Parlia- 
ment must reserve the right to impose 
prohibitions, conditions, and limitations in 
relation to the deductibility of certain 
classes of expenditures. For example, Par- 
liament would no doubt consider it appro- 
priate to deny any taxation allowance for 
the cost of land. The point which is being 
stressed is that all business expenditures, 
basically, would become deductible in de- 
termining business taxable income, and 
that long-term expenditures, such as on 
plant, would be allocated to time periods in 
accordance with accounting procedures. 
Exceptions to this basic rule would be pro- 
vided by statutory prohibitions, limita- 
tions, and conditions. 


The Generic Principle 

The generic principle which governs the 
determination of allowable deductions in 
the case of business undertakings is con- 
tained in s. 51 of the Act. This section 
reads as follows: 

‘*(1) All losses and outgoings to the ex- 
tent to which they are incurred in gaining 
or producing the assessable income, or are 
necessarily incurred in carrying on a busi- 
ness for the purpose of gaining or produe- 
ing such income, shall be allowable deduc- 
tions except to the extent to which they are 
losses or outgoings of capital, or of a capi- 
tal, private or domestic nature, or are in- 
curred in relation to the gaining or pro- 
duction of exempt income. 

‘*(2) Expenditure incurred or deemed 
to have been incurred in the purchase of 
stock used by the taxpayer as trading stock 
shall be deemed not to be an outgoing of 
sapital or of a capital nature.”’’ 

To a limited extent the section recog- 
nises the accounting doctrine that net 
profit is determined by matching appro- 
priate costs with the revenues earned 


(Continued on page 51) 
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Taxation of Business Profits—continued 

during the period under consideration. The 
losses and outgoings necessarily incurred 
in carrying on a business for the purpose 
of gaining or producing the assessable in- 
eome are to form allowable deductions. 
Subject to the elimination of the adverb 
‘‘necessarily,’’ the Institute does — not 
quarrel with this part of the section. Its 
objections to the word ‘‘necessarily’’ are 
similar to those expressed at pp. 402-3 by 
the authors of Gunn’s Commonwealth In- 
come Tax Law and Practice (2nd ed.). 
From this point on, however, the section 
runs in direct counter to the accounting 
view described in this memorandum. Par- 
liament must safeguard the revenue against 
the possibility of non-business expenditures 
(of a private or domestic nature) being 
claimed as a deduction in computing busi- 
ness taxable income, but, for reasons al- 
ready given, the approach to the treatment 
of so-called ‘‘capital’’ expenditure should 
be reviewed and brought into harmony 
with modern accounting theory and pro- 
cedures. 

The law reports are replete with cases in 
which taxpayers engaged in business have 
been denied deductions on the grounds 
that the expenditure under review was of 
a capital nature and therefore caught by 
the statutory prohibition ; the fact that the 
expenditure would have been debited in 
whole, or progressively, in a revenue state- 
ment, prepared in accordance with recog- 
nised accounting procedures, has frequent- 
lv been acknowledged by the Courts. Two 
cases will be sufficient to illustrate the man- 
ner in which the legal and statutory con- 
cept that capital expenditure does not enter 
into the calculation of business taxable in- 
come has been applied. 

In John Smith & Son v. Moore, 12 T.C., 
p. 266, the taxpayer paid the sum of 
£30,000 to the trustees of his father’s estate 
in order to acquire certain contracts which 
had a currency of only a few months, and 
pursuant to which a number of colliery 
owners had undertaken to supply coal at 
fixed prices. The Court held that he was 
not entitled to deduct the amount paid for 
the contracts in ealeulating the ‘‘balance 
of profits’’ liable to assessment for Excess 
Profits Duty. The price paid for the con- 
tracts was held to be an expenditure of 
capital. From an accounting point of view 
it is diffieult to see how a fair assessment 
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of the taxpayer’s profits could be made 
without deducting the amount paid for 
the contracts from the earnings which re- 
sulted from the exploitation of them. In 
Naval Colliery Co. Ltd. v. The Commis- 
sioners of Inland Revenue, 12 T.C. 1017, 
the Court held that a provision which had 
been made in the accounts of the company 
to cover the estimated cost of de-watering 
and reconditioning the company’s mines, 
consequent upon an enforced closure, dur- 
ing the accounting period, as a result of a 
general strike, was not an admissible de- 
duction. In the Court of Appeal, Lawrence, 
L.J., described the provision made by the 
company as ‘‘a reserve for the purpose of 
making good a loss to fixed capital assets’’ 
which could not ‘‘properly be deducted 
from receipts before ascertaining profits 
but must be treated as an application of 
profits.’” Again, from an accounting point 
of view the action taken by the company 
would be in aecordance with the accepted 
method of determining net profit for the 
vear. 

Depreciation 

Having prohibited the deduction of capi- 
tal expenditure in s. 51, the Act goes on, 
in other sections, to provide statutory con- 
cessions, by sanctioning the inclusion of 
annual allowances for depreciation with 
respect to certain fixed assets in the allow- 
able deductions; it goes further, in that, 
contrary to accepted accounting pro- 
cedures, it authorises the inclusion of some 
classes of expenditure on fixed assets as an 
allowable deduction in the year such ex- 
penditures are incurred. The Act also 
draws a distinction between different 
classes of business taxpayer; primary pro- 
ducers and certain types of mining under- 
takings are treated much more favourably 
than business taxpayers generally. 

Because depreciation allowances in rela- 
tion to fixed assets are conceived as a con- 
cession, and not as a basic cost of earning 
revenues, the statutory provisions which 
regulate these allowances exhibit clear 
signs of political expediency and are open 
to the criticism that they do not rest upon 
any settled principle. 

The normal manufacturing or trading 
business is allowed depreciation on the cost 
of its plant, but not its buildings (except 
buildings used ‘‘primarily and principally 
in or in connection with the prosecution of 
the recent war’’ (s. 59B) or ‘‘for scientific 
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Taxation of Business Profits—continued 
research purposes only’’ (s. 73A (2)). 
Curiously enough, the cost of buildings 
used for scientific research may be written 
off over a period of three years—a rate of 
depreciation which would be considered 
grossly excessive by generally accepted ac- 
counting standards. 

But even more curious is the provision 
which has been included in the Act by 
which depreciation is allowed on part of 
the cost of a building under the mis- 
description of ‘‘plant.’’ Plumbing fix- 
tures and fittings, including wall and floor 
tiling, where these fixtures ‘‘are provided 
principally for the use, for personal pur- 
poses, of persons employed by the taxpayer 
in his business,’’ in other words, bath- 
rooms and lavatories, for taxation pur- 
poses, assume the character of ‘‘plant,’’ 
and the cost can be written off over a 
period of three years. 

Primary producers are much more 
favourably treated—see ss. 54 (2)(0), 75, 
and 76. Depreciation allowances are ex- 
tended to cover fences, dams, and other 
structural improvements (except improve- 
ments used for domestic or residential pur- 
poses), and a number of expenditures, the 
benefits of which, under accounting prac- 
tices, would be spread over a series of 
years, may be deducted in the year when 
they are incurred. Under division 10 of 
Part III of the Act, even more generous 
allowances are provided for mining com- 
panies (other than those engaged in coal 
mining). 


The statutory provisions which regulate 
depreciation and other allowances in rela- 
tion to expenditures on fixed assets supply 
a very good example of the danger of using 


artificial, instead of accepted standards, 
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for determining business income. The exist- 
ing statutory provisions lack consistency 
and are open to challenge on the grounds 
that they offend against accepted business 
and accounting practices, being inadequate 
in some respects (the Institute can see no 
valid reason why depreciation should not 
be allowed on the cost of buildings owned 
and used for the purpose of carrying on 
business) and over-generous in other re- 
spects (in the case of primary producers 
and in the allowance ot 40% on plant ae- 
quired subsequent to the Ist July, 1949). 

Taking the long-term view, the Institute 
is of the opinion that it is unnecessary for 
the Commissioner to specify the rates of 
depreciation which may be deducted on 
particular items of plant. In its view, al- 
lowances for depreciation on fixed assets 
should no longer be viewed as a statutory 
concession, but should fall back into the 
general pool of costs which are deductible 
in determining business net profit, and tax- 
payers should be free to charge deprecia- 
tion on the cost of all so-called fixed assets 
under any method they select, provided 
the method is which is recognised as 
an accepted accounting procedure, and pro- 
vided further that once a method is selected 
it is applied consistently from year to year. 
Taxpayers can claim no more than the total 
cost of depreciable assets. Does it really 
matter over what period this cost is spread? 
In any event, the principle of long-term 
spreading has been violated by the inclu- 
sion of s. 57A. 

Control, which it is acknowledged Par- 
liament is justified in retaining, can be ex- 
pressed by describing what classes of capi- 
tal expenditure (if any) are to be excluded 
from depreciation allowances and by re- 
enacting the safeguards contained in ss. 
59 and 60. 


one 


V.—SUMMARY 


The Commonwealth Institute of Ac- 
countants believes that it is vitally neces- 
sary for the Government of this country 
to formulate a long-term income tax policy 
which will recognise the importance of de- 
veloping a healthy prospective taxable 
field, and that_it is essential that the policy 
of collecting the greatest possible revenue 
during the immediate year, by the employ- 
ment of irritating and technical devices, 
and without regard to tax consequences in 
future years, should be abandoned. 


The general submission of the Institute 
is that, in the field of business incomes, an 
attempt should be made to adopt recog- 
nised accounting rather than legalistic pro- 
cedures for determining annual taxable in- 
come. Simplicity, in a modern taxing 
statute, is a practical impossibility ; when 
tax rates are high, simplicity can never be 
consistently reconciled with the principle 
of the equitable distribution of the tax bur- 
den over the community on the basis of 
‘‘ability to pay.’’ It is admitted also that 
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Taxation of Business Profits—continued 
accounting techniques are not perfect, and 
that the accountancy profession is still en- 
gaged in a search for better and more con- 
sistent standards. Greater recognition of 
accounting procedures in the Income Tax 
Assessment Act would materially assist in 
this direction. The existing legislation, on 
the contrary, has forced a departure from 
generally accepted accounting procedures, 
particularly in the case of private com- 
panies. Accountants have shown that they 
are equipped for, and are willing to accept, 
greater responsibilities, and that they are 
prepared to recognise the social importance 
of their work. 


At the close of World War I the Govern- 
ment of the United States of America was 
faced with the problem of reviewing its 
tax laws. Qne of the basic principles which 
was adopted by the committee charged 
with the duty of advising Congress on tax- 
ation reforms was to the effect ‘‘that the 
determination of income for a particular 
period was essentially an accounting prob- 
lem, that it was impossible, even if desir- 
able, to outline accounting procedures for 
all the various classes of businesses, and 
that accounting methods which had been 
adopted by companies and which were 
being consistently followed should nor- 
mally be accepted as clearly reflecting in- 
come.’’ ( Journal of Accountancy, vol. 83, 


p. 373.) 


‘ 

The Institute’s objective, in a general 
way, would be achieved by the inclusion of 
a statutory provision, along the lines of 
s. 41 of the Internal Revenue Code of the 
United States of America, which provides 
‘that the net income shall be computed 
upon the basis of the taxpayer’s annual 
accounting period in accordance with the 
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method of accounting regularly employed 
in keeping the books of such taxpayers,’’ 
and the regulations thereunder, which 
state, inter alia, that ‘‘corporations keep- 
ing their accounts in accord with ap- 
proved standard accounting practices con- 
sistently followed from year to year will be 
permitted to make their returns of annual 
net income on the basis of the accounts so 
kept provided such systems of accounting 
clearly reflect the net income of each year’”’ 
and ‘‘approved standard methods of ac- 
counting will ordinarily be regarded as 
clearly reflecting income.’’ These, or like 
provisions, would give statutory expression 
to the views of this Institute. A system of 
‘*self assessment’’ for business incomes is 
not sought. Accounting procedures for de- 
termining business taxable income, if 
adopted as the basic test, would have to 
submit to some measure of statutory dis- 
cipline ; they would have to be ‘‘trimmed,”’ 
to use the expression of the Lord President 
in the Roebank Printing Case; all that is 
asked in this respect is that the ‘‘trim- 
ming’’ be done in such a way as to preserve 
the basie concept that business net profit 
ascertained in accordance with generally 
accepted accounting procedures be recog- 
nised as constituting business ‘‘taxable in- 
come,’’ and that the basic concept, once 
given statutory status, should not be emas- 
culated, as has been the case in the United 
States of America, under the process of ad- 
ministrative and judicial rulings and re- 
strictive regulations. The Institute’s plea 
is for a reform rather than for an amend- 
ment of the Act in relation to the taxing 
of business incomes, for the adoption of the 
long-term rather than the short-term view 
of collecting revenue; in brief, for a new 
approach to the problem on practical and 
realistic lines. 


CONTROL OF LABOUR COSTS 


(A summary of three lectures to the Victorian Division, Australasian Institute of 
Cost Accountants) 


The Divisional Council recently condue- 
ted a series of lectures on ‘‘The Control of 
Labour Costs,’’ which was opened by an 
address given by Sir Douglas B. Copland, 
Vice-Chancellor, Australian National Uni- 
versity. Sir Douglas spoke of the need for 


Australia to embark upon a most ambitious 
plan of development, covering not only a 
bold migration programme, but also the 
need for urgent defence measures. These 
circumstances made a severe drain upon 
the economy of the country, resulting in 
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Control of Labour Costs—continued 

an allocation to future development of ap- 
proximately one-third of the natural re- 
sources. 

It was no wonder that severe competition 
was beginning to take place for the remain- 
ing natural resources and labour. This re- 
sulted in a tendency towards inflation. The 
speaker thought that this tendency was un- 
avoidable, and he considered a little infla- 
tion necessary. In fact, no forward move- 
ment had ever been made without inflation. 

Before the recent increase in the basic 
wage, wages had doubled since before the 
war, but the speaker claimed that prices 
had not increased to this extent. There- 
fore, it was a challenge to all concerned te 
‘‘hold’’ the position, and in this regard the 
cost accountant was in a position to make 
a great influence in his relationship with 
management. He could inform both man- 
agement and labour of their present costs, 
and every endeavour should be made to 
maintain these costs by increased produc- 
tion, greater efficiency, and improved 
methods. 


The Cost Accountant’s Responsibility 


The second lecture in the series was 
given by Mr. D. E. Lewis, A.C.A.A., Busi- 
ness Manager, Daylesford Centenary Wool- 
len and Worsted Mills Pty. Ltd., who 
spoke on the title ‘‘The Cost Accountant’s 
Responsibility.’? Mr. Lewis claimed that 
the cost accountant had a very important 
part to play. His responsibility was to cost 
the greater production inspired by manage- 
ment. He claimed that the cost accountant 
could suggest improved modern handling, 
improved methods of manufacture, and a 
labour cost reduction. 

Obviously, labour rates were generally 
out of the control of the cost accountant, 
but he warned management that a position 
could be created when the buyer could no 
longer afford to pay the prices demanded. 
It was therefore the duty of the cost ac- 
countant to provide guidance and technical 
assistance to industry in the same way as 
the architect or engineer served in other 
fields. Mr. Lewis outlined the following 
practical methods which the cost account- 
ant could employ : 

(1) The keeping of accurate records in 

regard to the control of labour costs. 

(2) Co-ordination between production 

and budgeting. 
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(3) The supplying of simple and ac- 
curate reports to management at a 
very short period after completion 
of manufacture. 

(4) Employee training. 

(5) Improved modern handling. 

The speaker gave a warning on the need 
for care with regard to the introduction of 
incentives. An incentive scheme which was 
not based on securing production would 
hinder production rather than increase out- 
put. 


Measurement and Control of 
Productivity 


The third lecture was given by Mr. 
Harry T. Schwan, Engineering Manager, 
Methods Engineering Council, Pittsburgh, 
U.S.A., who gave an authoritative discourse 
on the necessity of measuring the produe- 
tivity of labour. Mr. Schwan claimed that 
an increase in productivity was essential 
if only because the more we produce the 
more we divide, which satisfied every claim 
and every creed. 

He made the point that the productivity 
of labour will be no greater than manage- 
ment plans it to be. This meant that man- 
agement must determine what should be 
done, what is being done, and then take 
action to check the actuzl against the de- 
sired production. He claimed that concepts 
in the planning to achieve higher produe- 
tivity were ‘‘method, skillgeffort, working 
conditions, and delays.’’ All these had 
some part in the plans to achieve output 
targets, but none so much as method. 

The following were suggestions for im- 
proving the measuring and control of pro- 
ductivity : 

(1) A good method and time study 

organisation is absolutely essential, 
operated in conjunction with a good 
cost accounting department. 
Improvement of standards by the 
employment of better technicians 
and the demanding of accurate esti- 
mates. 
Top management attitudes and ae- 
tions are extremely important in 
planning management programmes. 
The programme for improved 
methods should be company-wide 
and should be backed by the keen 
interest and enthusiasm of manage- 
ment itself. 
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Control of Labour Costs—continued 
4) Laying down of definite, firm, and 
written policies so as to give direc- 
tion to the main planning. 

Mr. Schwan then proceeded to give an 
absorbing description of the latest tool of 
methods measurement, known as Methods 
Time Measurement (M.T.M.). He claimed 
that M.T.M. was basically a tool of methods 
analysis and measurement and that it 
timed the method and the time together. 
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He defined the new technique as a pro- 
cedure which analyses any manual opera- 
tion or methods into the motions needed to 
perform it, and assigns to it the correct 
time of operation of each part. This time 
of operation has been pre-determined and 
can apply to any basic operation or process 
in industry. The uses of the new technique 
were boundless and must result in a new 
outlook by industry. 





INTERNATIONAL FINANCIAL 
INSTITUTIONS 


by 
Mr. D. H. Merry 


(Being an address delivered to members of the Victorian Dwwision 
of the Institute after lunch on 18th September, 


1950. ) 


PRE-WAR INTERNATIONAL LENDING 


Before the war the pattern of inter- 
national lending was very largely in the 
form of loans subscribed by individual in- 
vestors in those countries with accumu- 
lated capital resources. 

The significant feature of this system, 
which had existed during the nineteenth 
and early part of the twentieth centuries, 
was that funds for international lending 


were subscribed by a relatively large num- 
ber of individuals making their own selec- 
tion of individual investments in many 
parts of the world. 

To-day the position has changed materi- 
ally. In the older and long-established 
capital markets there has been a tendency 
for venture capital not to be subscribed by 
individuals. 


TRENDS IN CAPITAL MARKETS TO-DAY 


It is a very interesting thought that Aus- 
tralia is one of the few countries in the 
world with a modern capital market, where 
the individual investor is still the pre- 
dominant figure in subscription to new 
capital issues by private enterprise. 

In the U.S.A., capital formation in the 
last few years has been provided predom- 
inantly by: 

(a) self-finance by public companies re- 
taining a proportion of profits for 
employ ment in the business; 

(b) institutional investment in bonds, 
debentures, preference capital, and, 
to some extent, in ordinary shares. 

A feature of institutional investment, 
however, is that insurance companies and 
similar organizations in a number of coun- 
tries are precluded by statute from invest- 


ing in certain kinds of securities. The 
market is thus automatically narrowed, 
and new capital issues must be designed in 
those forms which will enable institutional 
investors to take up the bonds, debentures, 
or shares. 

For these reasons, at a time when capital 
has been much needed in the Western 
world—perhaps more than ever before be- 
cause of the capital wastage during the 
recent war—there has been a tendency for 
a shrinkage of the sources of capital sup- 
ply in its old-established form. Individual 
saving and individual investment in the 
securities of a wide range of industrial, 
public utility, and other ventures has, to 
a growing extent, been replaced by indi- 
vidual saving channelled into life insur- 
ance and similar companies, which have 
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International Financial Institutions—continued 
tended to replace the individual in invest- 
ment in specific enterprises. 

It could be argued that some degree of 
resiliency has been introduced by the sys- 
tem of investment trusts. While aecumu- 
lating the savings of individuals, they have 
avoided the rigidity of some of the other 
methods of combined investment, and have 
provided a flow of funds from which a 
proportion of venture capital could rea- 
sonably be expected to come. 


Unwillingness of U.S. Investor to 
Lend Abroad 

A further complication in the last few 
vears has been the insistent need for dol- 
lars and (ie general unwillingness of the 
U.S. investor 
to lend abroad. 


private and institutional 


This has been ascribed to a number of 
causes, ineluding : 
(a) High vields from securities in home 
markets; 
(b) a change in habits in investment al- 
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ready mentioned, namely insurance 
policies as against stocks and shares; 
the general reluctance of the indi- 
vidual to be involved in foreign 
securities. 

Importance of International Institutions 

The place of the individual investor has 
tended to be taken in the post-war world 
by institutions in the international field, as 
in the national field. 

These inStitutions have grown in 
strength since the war, and the most im- 
portant of them to-day are the Inter- 
national Bank for Reconstruction and De- 
velopment, and the International Monetary 
Fund. 

The two organizations are not similar. 
The Fund is aimed primarily at correcting 
short-term movements likely to cause dis- 
equilibrium in the foreign exchanges. It 
is thus concerned with the balance of pay- 
ments of one country with another and 
the maintenance of reasonable stability in 
balanees oi payments arising from inter- 
national trade and international finance. 


BANK. FOR INTERNATIONAL RECONSTRUCTION AND DEVELOPMENT 


The World Bank is designed to lend 
capital and thus, to some extent, to take 
the place of the individual who, in the 
heyday of Britain’s international lending, 
supplied capital for investment throughout 
the world. 

It is interesting to contemplate the oper- 
ations of the World Bank. 

As you know, it was established by mem- 
ber countries subscribing capital in agreed 
ratios. Its primary and most urgent pur- 
pose was post-war rehabilitation. 

With the rapidly-changing scene in the 
post-war years, the Bank lost a good deal 
of its significance through the introduction 
of Marshall Aid. Nevertheless, it has re- 
mained important because of the outstand- 
ing shortage of dollars and the fact that 
many countries have not qualified to re- 
ceive Marshall Aid. 


Method of Operation of the Bank 

The method of the Bank’s operation has 
been : 

(a) To stimulate by guarantee the rais- 
ing of private capital in the market 
for investment in desired channels; 
to lend its own funds for approved 
purposes ; 


(b) 


to raise funds under its own name 
in private capital markets for us 
in approved purposes 

The Bank early raised large funds in the 
".S. market by its own dollar bond issues 

The Bank has issued U.S.$250 million 
of securities in the U.S.A. at rates of in- 
terest of 2% for short-dated and 3% for 
the longer dated (25-year) securities. These 
bonds are widely distributed among invest- 
ing institutions. Mutual savings banks, life 
insurance companies, and commercial 
banks are large holders. Thus, in_ this 
sphere, as in many others, the institutional 
investor is lending to organizations whieh 
invest capital overseas, instead of the in 
dividual investor subscribing direct to the 
specific loan. 

In addition, the Bank guarantees other 
obligations. At Ist June, 1950, there were 
U.S.$12 million of 23% guaranteed serial 
mortgage notes, 1948, of Netherlands Ship 
ping Companies ($1.8 millions repaid bs 
15th January, 1950). These are held er 
tirely by U.S. commercial and mutual sa 
ings banks. 

There are also $16 million 3% sinking 
fund bonds of Belgium, due March, 1969 
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International Financial Institutions—continued 
This issue is held entirely in the U.S.A. by 
one life company and four New York 
savings banks. 

Conditions as to Borrowing 

Membership in the International 
Monetary Fund is a prerequisite for the 
borrower, but no other conditions have 
been imposed, 

Loan Policy 

In the main, the Bank lends in ways 
which would not be entered into by the 
commercial investor. Moreover, it aims to 
make loans only if funds are not readily 
available from some other source. The 
object is to assist in establishing conditions 
likely to encourage private investment, not 
to replace it. 

The Bank is empowered to make loans 
to private corporations, but they must be 
guaranteed by the government of the coun- 
try concerned. 

The Bank has proceeded on strictly busi- 
ness lines : 

(a) There must be a reason for a loan, 

and the reason must be a sound one. 

b) The Bank must be fully apprised 

of the projects on which the loan 
moneys are to be expended. 

In examining the proposed projects, 
the Bank usually requires to investi- 
gate conditions on the spot. 

There is a detailed assessment of the 
economic potentiality of the various 
proposals, whether they be dams for 
water conservation or railways to 
increase productivity. 

The Bank, through its missions and 
its technical advisers, insists on 
assessing whether there is capacity 
to repay both principal and interest. 


INTERNATIONAL 


The International Monetary Fund, in its 
concern with the balanee of payments, has 
anumber of closely related but not directly 
associated problems. The Fund’s enquiries, 
in the main, involve an assessment of the 
position based on an overall survey of in- 
ternational trade prospects and the balance 
of payments of particular countries. 

It is not uncommon for both the Bank 
and the Fund to send missions to the same 
country, and it has happened that these 
missions have been in the country at the 
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The Bank’s survey embraces the 
whole economy and its overall 
strength, not just the position re- 
garding the particular projects. The 
reason for this is that the Bank’s 
loans are overseas, and therefore the 
balance of payments of the borrow- 
ing country must be very carefully 
examined. 

All this involves a careful, skilful, and 
detailed assessment of the strength and 
potentiality of each individual borrower, 
and the economic justification for the 


specific projects envisaged. 


Test is Assistance of Development 

The veal worth of the project in assist- 
ing the development of the country is the 
major consideration. The Bank’s attitude 
ean be illustrated by an actual instance. 
Funds were sought by one applicant for 
a number of purposes, all of which were 
examined by the Bank. Only one was ap- 
proved out of several proposals, including 
transport schemes and hydro-electric pro- 
jects. The remainder were rejected. 

In the course of the full enquiry, how- 
ever, it was found that potentially valu- 
abie agricultural areas were not fully de- 
veloped. The country concerned was im- 
porting food, and the Bank granted a loan 
for the purchase of agricultural machinery 
which had not been included in the original 
application. 


Technical Staff 

To enable the Bank adequately to assess 
the various projects included in an appli- 
eation for a loan, it has a technical staff 
qualified to examine every aspect of the 
various proposals. 


MONETARY FUND 


same time. There would appear to be some 
scope for a saving of duplication here. 

One gets the impression that the Bank 
has been fulfilling an important function 
during the period of early post-war recon- 
struction. At this time, however, the 
Fund has been a relatively less important 
factor because of the chronic shortage of 
dollars, Marshall Aid, and current ex- 
change difficulties. For these reasons there 
is, perhaps, a good deal to be said for main- 
taining the Bank and the Fund as strictly 
separate units. 
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IN COMMUNIST SHANGHAI 


[In a democracy it is the inalienable right of every citizen to grumble. One of the 


matters about which almost everyone grumbles is taxation. 


Seldom do we stop to 


think that we might be worse off. This article, which is an interesting description 
of taxation conditions in Communist China, may serve the purpose of making us 
realise that, comparatively, we are not so badly off after all.—Editor. | 


This outline of taxation in Shanghai is 
not written for the purpose of criticising 
the taxation policy of the Chinese Govern- 
ment. The sole purpose of the article is to 
give readers some facts regarding taxation 
as it affects businessmen in Shanghai to- 
day. 

In the post-war days of the Kuomingtang 
regime, taxation in terms of hard currency 
was relatively light, due mainly to the 
rapid rate of inflation which prevailed 
during the period—between January and 
April, 1949, Chinese currency depreciated 
at the rate of approximately 6% per day. 

Taxation under the Communist Govern- 
ment has been much more realistic. After 
taking over Shanghai, the immediate aim 
of the new authorities was to stabilise prices 
and steady the rate of inflation. This was 
done by introducing systems of heavy taxa- 
tion. 

The main types of taxation which affect 
the ordinary businessman in Shanghai to- 
day may be listed as follows: 

(1) Land Tax 

(2) House Tax 

(3) Commodity Tax 

(4) Stamp Tax 

(5) Business Tax 

(6) Company Income Tax. 

Hereunder are some comments on 
various types of taxation listed above: 
(1) Land Tax 

Assessments have been very heavy, and 
in many eases firms and institutions have 
been unable to pay the amount assessed by 
the authorities. 

One British company operating a textile 
mill occupying 16 acres in an industrial 
area had to pay an amount of £3,700 as 
land tax for one year. With business con- 
ditions as they are in Shanghai at present, 
it is doubtful whether this company could 
sell the land fcr an amount equal to the 
taxation paid. 

House Tax. 

This form of taxation is levied upon per- 
sons and firms using buildings for domes- 
tic, industrial, or commercial purposes. Tax 


the 


(2) 


is payable quarterly, and in the case of the 
textile mill previously mentioned the 
amount payable for one year is approxi- 
mately £E2,200. 

(3) Commodity Tax 

The main bulk of the Government’s in- 
come in Shanghai through taxation is de- 
rived from commodity tax. This tax is 
levied on most items produced by manu- 
facturing organisations, and in theory the 
tax paid is recovered with the selling price 
of the article. Most firms in Shanghai have 
been sustaining heavy losses during the 
past twelve months, and it is very depres- 
sing for businessmen to have to pay heavy 
commodity taxes and be unable to recover 
cost in the selling price obtained for the 
production. 

(4) Stamp Taz 

Stamp tax at the rate of .3% is payable 
on the majority of business transactions. 
If there are several documents in connec- 
tion with the same transaction—for ex- 
ample invoice and receipt—one lot of tax 
is payable. Generally speaking tax stamps 
are affixed to invoices. Up until a few 
months ago the highest denomination of 
tax stamp available was one with a value 
of five pence—the number of stamps which 
had to be affixed to invoices with values 
above £E1,000 can be easily imagined. 

In one case an invoice for supplies of raw 
cotton valued at’ £34,000 had fifty sheets 
of tax stamps—each sheet measuring 10 
inches by 9 inches—attached to the back of 
the invoice. It is understood that it took 
one clerk two days to affix the stamps to 
this invoice. It is now possible, however, to 
obtain special receipts for large amounts 
of stamp tax payable, which avoids having 
to affix thousands of stamps to invoices. 
(5) Business Tax 

Business tax is levied at varying percen- 
tages on business turnover, and in the past 
it was payable at two-monthly intervals. 
Firms were required to complete declara- 
tion forms showing the amount of business 
turnover during the period, and the amount 
of tax due ealeulated according to the rates 
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Taxation in Communist Shanghai—continued 
previously published. Tax was then paid 
according to the amount calculated by the 
taxpayer. 

Immediately after payment, investigators 
from the Taxation Department commenced 
examination of books of account for the 
purpose of checking the turnover declared. 
Due to the very large number of businesses 
in Shanghai—estimated at 117,000—and to 
the very limited number of trained investi- 
gators, complete investigation of all firms 
was impossible. It has been estimated that 
5% of the firms in Shanghai were investi- 
gated during each taxation period. 

Due to the tax regulations not being fully 
understood by either tax investigators or 
businessmen, in nearly all cases the investi- 
gators maintained that mistakes had been 
made in the self-declaration—of the 5% of 
firms investigated during one period, 
75.86% are reported to have evaded tax. 
Many hours have been spent by firms argu- 
ing with the tax inspectors, and many hours 
have been spent by the inspectors arguing 
amongst themselves. 

The so-called mistakes found by the tax 
investigators were usually followed up with 
very severe penalties for tax evasion, and 
in many cases firms were severely penalised, 
due solely to the fact that the tax regula- 
tions promulgated by the Government were 
not clear and were difficult to understand. 
To cite a case of the severity of the penal- 
ties imposed for so-called tax evasion, I 
would mention the case of a large company 
which was fined £E700 for allegedly failing 
to pay an amount of £E27. This fine had 
to be paid, and immediately after payment 
a protest was lodged with the Taxation De- 
partment. After many weeks of enquiry, 
investigation, and arguing, the full amount 
was refunded as it was considered that no 
tax was payable on the type of transaction 
which was carried out. 

The Taxation Department welcomed en- 
quiries from business circles regarding any 
points in the regulations which were not 
clear. Most firms paid many visits to the 
enquiry counter at the Department and re- 
ceived verbal answers to their queries, but 
could obtain nothing in writing to confirm 
the verbal answers given. Invariably the 
investigators examining the company’s 
books held different opinions from the views 
Stated by the enquiry counter clerk, and as 
the firms could show nothing in writing to 
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support the action which they had taken, 
the opinion of the investigators had to be 
accepted. 

It can be imagined what confusion 
reigned in business circles as a result of the 
trouble caused by tax investigation. In my 
opinion three basic factors were the reason 
for this confusion : 

(1) Tax regulations far too involved and 

cumbersome. 

(2) The aim of the tax investigators was 
to collect as much as possible by 
means of heavy penalties for so- 
called mistakes discovered—no at- 
tempt was ever made by the investi- 
gators to advise or help business- 
men. 

(3) Incompetency and non-accounting 
training of tax investigators. 

To give readers an idea of the account- 
ing knowledge of two of the investigators 
who visited a firm e1iploying 2,000 workers, 
I would point out that these investigators 
asked to see the accounting entries which 
had been put through the books when a 
contract for the supply of raw materials 
had been signed—at this stage no payment 
for the goods had been made; the contract 
had only been signed. It would appear 
that these learned investigators expected to 
see an entry in a so-called ‘‘Goods Receiv- 
able Account’’ for the estimated value of 
the materials contracted for. 

Certain steps have been taken to avoid 
further occurrences of the types of mis- 
understandings which have caused so much 
trouble, and I will deal with these steps 
later in this article. 

(6) Company Income Taz 

The first period for company income tax 
under the Communist authorities was Sep- 
tember to December, 1949. Firms were re- 
quired to prepare final accounts and bal- 
ance sheet, fill in an income tax form based 
on the figures disclosed in the final ac- 
counts, and file such form with the Taxa- 
tion Department. As a very large percen- 
tage of the firms operating in Shanghai did 
not keep complete sets of books, the income 
tax regulations caused many headaches 
among the smaller business houses. 

The rates of taxation levied on the profits 
of an enterprise were considered to be 
severe, and for any firm which made a 
profit of over £E600 the rate of income tax 
was 20%—-since December the rate has 
been increased to 30%. In spite of the high 
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Taxation in Communist Shanghai—continued 

rates specified by the Taxation Department, 
the income to the Government from income 
tax must have been very small, as most 
firms in Shanghai were operating at a loss 
during the first taxation period. Some 
firms were inspected by departmental 
officials, and once again many mistakes 
were alleged to have been made in complet- 
ing the forms issued by the Government. 


Steps Taken to Avoid Misunderstandings 
with Taxation Officials 


In an endeavour to overcome the con- 
fusion which had arisen as a result of in- 
vestigation by officials of the Taxation De- 
partment, the authorities in Shanghai de- 
cided that as from 1st March, 1950, busi- 
ness tax and income tax would be combined 
into one tax to be known as ‘‘ Industrial 
and Commercial Enterprise Tax,’’ such tax 
to be levied on a democratic basis. 


At first it was thought that ‘‘a demo- 
cratic basis’? would mean that so much tax 
would be allocated to a particular trade, for 
example cotton textiles, leather tanning, 
etc., and this amount would be divided be- 
tween the firms within the trade on an 
arbitrary basis, possibly in accordance with 
the size of the organisation. However, in 
the end it eventuated that the procedure 
for assessing the business tax portion 
under the so-called ‘‘democratiec system’”’ 
consisted of reporting business turnover in 
the same manner as before, but the figures 
were reported to the trade guild instead of 
the Taxation Department. The guild was 
then responsible to see that member firms 
checked each other’s declaration; in other 
words it was expected that firm A would 
send competent auditors from their own 
staff to visit firm B and proceed to check 
the books of account and verify and 
guarantee the business turnover declared 
by firm B. As can be imagined, the amount 
of work involved under this method was‘a 
serious burden on the staff of any company, 
and apart from the ethical point of view, 
in many cases it was physically impossible 
to abide by the system outlined by the 
authorities. 

The fact that firms had signed guaran- 
tees relating to the figures reported by 
other firms did not automatically avoid in- 
vestigation by the Taxation Department. 
In many cases which were investigated by 
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the Department it was found that errors 
had still been made in spite of the fact that 
the figures supplied had been certified and 
guaranteed by an outside firm. Many of 
the self-declarations were correct, and this 
was particularly so with large organisa- 
tions. 


In one particular trade guild it was 
learned that of the firms investigated an 
average understatement of business turn- 
over had been made to the extent of ap- 
proximately 25%. The Taxation Depart- 
ment asked the guild whether all member 
firms—ineluding those whose figures were 
considered to be correct—were willing to 
pay 25% above the self-caleulated tax. If 
the firms were so willing, no further in- 
vestigation would be carried out, and any 
subsequent mistakes or omissions found by 
departmental investigators relating to the 
particular period under review would be 
overlooked—this procedure of paying, shall 
IT say, a ‘‘premium”’ is what is known as 
being ‘‘truly democratic.’’ Most Chinese 
firms were agreeable to this loading, which 
is no more than a form of insurance against 
investigation of the accounts. In the case 
of foreign firms, all nationalities rejected 
the Department’s ‘‘offer’’ and were not 
prepared to pay any extra loading, as the 
firms felt that their figures were correct 
and in accordance with the books of ac- 
count. The authorities then decided that 
foreign firms would not participate on a 
democratic basis and would be treated as 
before. 


In addition to business tax on a demo- 
cratic basis, company income tax has also 
been placed on the same basis, and for the 
first five months of 1950 income tax has 
been provisionally assessed and paid, calcu- 
lated at a certain percentage of the busi- 
ness turnover for the period. \The income 
tax portion of the democratic tax must be 
paid irrespective of the profit or loss posi- 
tion of the firm. I know of one company 
which during the first five months of 1950 
lost ££130,000 and had to pay £E3,000 as 
provisional income tax. 


All business circles protested violently 
against the method of income tax assess- 
ment based on business turnover, and al- 
though the authorities have assured firms 
that this method will probably not be used 
in the future, tax has been levied on this 
basis for the first five months of the year. 


(Continued on page 61) 
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Taxation in Communist Shanghai—continued It is interesting to note that if any tax 
TOrs The authorities suggested that firms treat is not paid on the due date as stated on the 
that this income tax payment as a form of de- assessment, fines are accumulated at the 
and posit with the Government subject to ad- rate of 3% per day. 
Vv of ; 2 A Tes The ‘ ° ° ° 
thi justment at the end of the year when final All this heavy taxation might be a good 
118 accounts and balance sheet are filed with ; : . hit ite” —— 
nige- he Taxation D ' t Thi that thing from the point of view of the Govern- 
the taxation Vepartment. Anis means tat ment Treasury, but unless business in 


refunds (if any) will probably be made in 
February or March of next year, and al- 
though inflation in Shanghai has been very 
largely arrested since the new administra- 
tion’ took over, any rebates will be made on In spite of the so-called ‘‘fascination’’ of 
the basis of dollar for dollar and not in the mystic East, I would prefer to work 
terms of hard currency. under the tax laws of a Western country 


Shanghai improves very considerably the 
Government’s income must eventually fall 
below requirements. 


was 
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CURRENT PROBLEMS DISCUSSED IN 
OVERSEAS JOURNALS 


ACCOUNTING THEORY 


In The Journal of Accountancy, July, 
James L. Dohr, ‘‘Materiality—-What Does 
it Mean in Accounting?’’ concludes with 
the following general definition of materi- 
ality: ‘‘A statement, fact or item is 
material, if, giving full consideration to the 
surrounding circumstances, as they exist at 
the time, it is of such a nature that its dis- 
closure, or the method of treating it, would 
be likely to influence or to make a differ- 
ence in the judgment and conduct of a rea- 
sonable person. The same tests apply to 
such words as significant, consequentiai or 
important.’’ 


In The Canadian Chartered Accountant, 
July, James R. Neff, on ‘‘The Basie Prin- 
ciples of Fund Accounting,’’ maintains 
that ‘‘all financial matters capable of being 
recorded by the science of accountancy may 
be positively stated in terms of the fund or 
groups of associated funds.’’ The article 
states 20 fundamental rules for fund ac- 
counting, and sets out to show that these 
rules apply to every balance sheet (or 
‘*statement of balanced funds’’) by ex- 
amples of the balance sheets of a trading 
company limited, a trust company, a 
friendly or non-profit organisation, and a 
life assurance company. 


In The Accounting Review, July, Roland 
W. Funk examines recent developments in 
accounting theory and practice. He dis- 
cusses the connection between theory and 


practice, and submits the following defi- 
nitions : 

‘*Accounting theory is a body of ac- 
counting thoughts which are logical and 
coherent, and concerned with the truth 
about basic economie facts. It accomplishes 
an understanding of the nature and pur- 
pose of the phenomena involved and their 
effect and functions.’’ 

‘* Accounting practice is the application 
of accounting theory to existing situations. 
The degree to which the theory finds ex- 
pression should vary only in terms of the 
effort and cost of giving expression to the 
theory and the benefits to be achieved 
thereby.”’ 

Areas in which developments have re- 
cently taken place are: terminology, basic 
assumptions and concepts, identification of 
items to be included in the various reports, 
determination of amounts at which the 
items should be stated, and form and ar- 
rangement (including classification) of the 
items and their amounts. Recent develop- 
ments in the first four of these areas are 
discussed. 

In Accounting Research, July, ‘‘Classi- 
fication of Assets,’’ by A. A. Fitzgerald, is 
a critical examination of the current-fixed 
basis of classification of assets and of the 
uses made of this classification, especially 
by the Courts. This article will be re- 
printed, by permission, in an early issue of 
The Australian Accountant. 


ACCOUNTING AND INFLATION 


In The Journal of Accountancy, July, 
A. C. Ellis, in an article entitled ‘‘ Cost 
Basis in Accounting Must be Used Unless 
We Upset Our Whole Business System,’’ 
philosophically defends orthodox aecount- 
ing in the existing social system and for 
existing economic institutions. He states 
the following charges against orthodox ac- 
counting: balance sheet values are not 
economic values, the net profit figure shown 
is inaccurate, the inventory valuation is 
not fair; but he replies to the conclusion 
drawn from this indictment that it is the 


responsibility of the accounting profession 
to change its practices to eliminate these 
conditions. He objects that the retention 
of income for investment in plant at higher 
costs replaces the judgment of the investor 
by the judgment of managers and ‘‘is not 
in accordance with the social institution of 
a free market as the approved place to 
settle such questions.’’ Moreover, the mean- 
ing of the term ‘‘ profits’’ to society is ‘‘the 
excess of return over expenditure in a 
given transaction or series of transactions.’’ 
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Current Problems—continued 

As commonly interpreted, expenditure is 
money, not purchasing power. Orthodox 
accounting is in agreement with this con- 
cept; suggested changed procedures for 
computing net profit would do violence to 
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it by preserving purchasing power instead 
of money expenditure. A particular group, 
occupying a position of public trust, should 
not institute reforms (however desirable) 
without the advice and consent of the 
society of which it is a part. 


SOCIAL ACCOUNTING 


D. S. Cox, on ‘‘ Economists and Account- 
ants,’? in The Accountants’ Journal (New 
Zealand), July, examines the community 
of interests between accountants and econo- 
mists in business activity, their differences 
in approach, and the problems of reconcili- 
ation and co-operation. He briefly surveys 
proposals made by both accountants and 
economists for accounting in ‘‘real’’ terms, 
and in particular summarises the views of 
F. Sewell Bray. 

An article in Accounting Research, July, 
by Richard Stone, J. E. G. Utting, and J. 
Durbin, on ‘‘The Use of Sampling Methods 
in National Income Statistics and Social 
Accounting,’’ sets out the authors’ first 
tentative conclusions as to the general 
nature of the problems involved in the 
direct collection of social accounting infor- 
mation. Their experience of the use of 
existing data and methods for national in- 
come studies ‘‘has convinced them of the 


necessity to develop the direct collection of 
information rather than to seek improve- 
ment in further refinement of existing 
methods. ’’ 

‘*A set of social accounts is essentially a 
system of classification and presentation of 
all the transactions taking place within an 
economy during a_ specified accounting 
period.’’ This definition of a set of social 
accounts is illustrated by an approximate 
set of social accounts for Great Britain for 
1948. The article goes on to discuss the use 
of social for practical policy- 
making, and for the testing of hypotheses 
on which economic theory is based. It con- 
cludes with a discussion of sampling as a 
means of obtaining information required, 
and of the problems of sampling in the 
fields of private businesses and institutions, 
individuals, and _ public 


accounts 


households and 


authorities. 


GOVERNMENT ACCOUNTING 


The Accountant of the 22nd July pub- 
lishes the text of the memorandum sub- 
mitted to the Committee on the Form of 
Government Accounts by the Council of 
the Institute of Chartered Accountants in 
England and Wales. The memorandum 
deals with the application of basic prin- 
ciples of accounting to government ac- 
counts, accounting organisation and_per- 
sonnel, accounting efficiency, economy of 
manpower, statistics, and financial state- 
ments. 

Its main conclusions are: 


the double-entry system should be installed 
over the whole field; 

receivable-payable accounting should be 
used in all departments concerned 
with collection or payment of money 
from or to outside persons ; 

accounting should be recognised through- 
out the civil service as a functional 
responsibility with appropriate organi- 
sation centred in the Treasury; 


principles of cost accounting should be ap- 
plied on the widest possible scale, in- 


cluding administrative departments, 
as the only effective means of assessing 
efficiency ; 

without these changes, it is impossible for 
vovernment finance to be controlled 

effectively ; } 

question of accounting for capital ex 

penditure should be carefully ex 

amined: such enquiry would require a 

period of detailed investigation, and 

in any case changes could not be made 

without altering the basic structure of 

government accounting ; 

principle of ‘‘establishments’’ requires 
modification: ‘‘establishments’’ tend 
to be looked upon as strength targets 
to be maintained, and as a basis on 
which inefficiency may be excused if 
there are vacancies. 

financial statements should be revised so 
as to give not merely an account of re- 
ceipts and payments, but also a clear 


the 
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Current Problems—continued 
statement of national liabilities, an in- 
dication of the assets held against 
them, and a true estimate of the sur- 
plus or deficit on income and expen- 
diture for the year; but such changes 
are impossible until the underlying 

records have been placed on sound ac- 

counting principles ; 
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irrespective of any changes of principle, 
the terminology of the financial state- 
ment should be clarified, and the 
analysis of income and expenditure re- 
considered in relation to the relative 
importance of the items; 

statistics based on sound accounting 
records (including costing records) are 
more valuable than statistics based on 
receipts and payments. 


EDUCATION AND TRAINING OF ACCOUNTANTS 


In Accounting Research, July, Harold R. 
Caffyn and Arthur E. Traxler, on ‘‘ Ameri- 
can Experience in Personnel Testing for 
Accounting Work,’’ describes some fea- 
tures of a personnel testing programme 
which is now in operation in U.S.A. under 
the auspices of the American Institute of 
Accountants. Up to April 20, 256 colleges 
had participated in some aspects of this 


testing programme. Seven years of work 
have produced a programme with a sub- 
stantial area of indicated usefulness. But 
the authors sound a warning note: they 
emphasise the part played in U.S.A. by 
standardisation and volume, and, because 
of this, suggest that the American methods 
may not be so useful in the United King 
dom. 


PUBLIC ACCOUNTANTS’ PRACTICE 


In U.S.A. the size of the largest firms of 
certified public accountants naturally pro- 
duces serious peak periods of work. 
Leonard F. Beckers, in The Journal of Ac- 


countancy, July, shows how organisational 
and procedural changes may help flatten 


the large firms’ year-end peak. The ideal 
solution is the natural business year, but 
this is becoming more and more an unrea- 
lised dream. Partial solution may be 
sought through: 


(a) Selection of a group of smaller and 
medium-sized clients whose work might 
be handled most expeditiously on a 
quarterly or semi-annual basis, and 
organisation of a complete group of 
staff to handle this work. 


For larger clients, a spread of the 
work of analysis of major balance 
sheet items—for example, receivables 
and inventories—throughout the year, 


reconciling the data so collected as at 
various selected dates with the year- 
end balance sheet data. 

Comments are also made on 
posals by C. C. Gabrielson. 

In the same isssue of The Journal of Ac- 
countancy, Henry G. Nilson discusses three 
methods of fixing fees for public account- 
ing work and the advantages of each. The 
three methods are the time basis, contract 
basis, and the contingent fee—which is per- 
missible only in taxation work. Mr. Nilson, 
leans to the time basis, but other considera- 
tions enter into the question. These are: 

the results obtained ; 
significance, responsibility, or import- 
ance of the work; and last, but not 
least, 
the ability of the client to pay. 
It should be noted that the contingent basis 
is not permissible even in taxation work in 
Australia. 


these pro- 


PERSONNEL RELATIONS 


In Cost and Management, June, Eric G. 
Taylor, in an article entitled ‘‘The White 
Collar Employee and Unions,’’ draws at- 
tention to the growing tendency of white 
collar employees to join unions. He dis- 
cusses the significance of this movement as 
applied to the non-supervisory office and 
clerical employee group. Reasons for the 
tendeney are: 


Awareness of interests and problems 
as a group. 

Belief that such employees have been 
neglected by management and 
have not been treated as well as 
the unionized pay-roll employees. 

Unions offer a medium for alliance 
with labour, while permitting re- 
tention of identity as a group. 
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Current Problems—continued 

Specialization in the office limits op- 
portunities for promotion to man- 
agement field. 

Salaries rise more slowly than wages 
and fall more slowly. 

Mechanisation of office procedures has 
blurred the distinction between 


office and production work. 


For such reasons, office and clerical em- 
ployees are beginning to consider them- 
selves an extension of labour rather than 
an extension of management. 

A comparatively new field for the ac- 
countant is explored by Ernest Dale in The 
Journal of Accountancy, July. This article 
discusses the use that may be made of the 
accountants’ services in such aspects of 
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labour-management relations as: 
preparation for negotiations, 
conduct of the actual negotiations, and 
efforts to obtain public support. 
Other services rendered by the accountant 
are pay-roll and social security accounting, 
setting up and administering of incentive 
systems and credit unions, and the prepara 
tion of financial statements ete. for unions 
It examines, also, such questions as: 
what information to employees is rea- 
sonable and what unreasonable, 
how best to explain the need for de- 
preciation (based on_ replace- 
ment?) and reserves, 
use of cash statements 
gets, and 
the use of break-even charts showing 
the effect of wage increases. 


the and bud- 


SPECIALISED ACCOUNTING 


In Accounting Research, July, F. Sewell 
Bray and Thomas Kenny critically examine 
the two systems in common use for execu- 
torship accounting. These are described as 
the commercial system on a double-entry 
basis, and the legal system on a cash basis 
supported by schedules of assets. A syn- 
thesis of the two systems is tentatively sug- 
gested, with the records arranged so that 
they lead up to the presentation of: 

(1) Schedules of assets other than invest- 
ments. 
Schedules of retained investments. 
Schedules of original investments rea- 
lised. 
Schedules of investments made by the 
trustee. 
Summarised 
counts. 

(6) Estate capital account. 

(7) Income account. 

(8) Balance sheet. 

Literature on the accounts of mining 
companies is scanty, although such com- 
panies have big accounting problems. Par- 
ticular interest therefore attaches to two 
articles in The Canadian Chartered Ac- 
countant, June, on ‘‘The Mining Company 
Balance Sheet,’’ by Lancelot J. Smith, and 


cash and investment ac- 


on ‘*‘Accounting for Exploration and De- 
velopment of Metalliferous Mines,”’ by 
Charles R. Elliott. 


The addresses of the publishers of the journals 
referred to in this article are as follows: 
The Accountant, 
42 Baker Street, 
London, England. 
The Journal of Accountancy, 
270 Madison Avenue, 
New York 16, N.Y., U.S.A. 
The Canadian Chartere d Accountant, 
10 Adelaide Street East, 
Toronto, Ontario, Canada. 
{ccounting Research, 
Bentley House, 
200 Euston Road, 
London N.W.1., Englani. 
The Accounting Review, 
450 Ahnaip Street, 
Menasha, Wisconsin, U.S.A 
Cost and Management, 
66 King Street East, 
Hamilton, Ontario, Canada. 
The Cost Accountant, 
63 Portland Place, 
London W.1., England. 
The Accountants’ Journal, 
York House, 
Lambton Quay, 
Wellington C.1., N.Z. 
The Canadian Chartered Accountant, 
10 Adelaide Street East, 
Toronto, Ontario, Canada. 
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BOOK REVIEWS 


Audits by Certified Public Accountants: 
Madison Avenue, New York 16, N.Y. 


This pamphlet, prepared by the research 
department of the American Institute of 
Accountants, and published by the insti- 
tute in May 1950, is almost a miracle of 
conciseness, combined with accuracy of ex- 
pression. Its object is ‘‘to fill the need ex- 
pressed by credit grantors, teachers, and 
others concerned with the work of the cer- 
tified public accountant for a brief, but 
reasonably complete, statement setting 
forth in general terms what the C.P.A. does 
in order that he may express an opinion on 
financial statements.’’ It is a laudable ob- 
jective, and the difficult task has been ex- 
traordinarily well done. 

Of the 56 pages, three are devoted to an 
introductory explanation of the purpose 
and scope of the book, five to a short ac- 
count of the nature and limitations of 
financial statements, six to the characteris- 
tics of audit reports, six to an exposition of 
the philosophy which underlies the work of 
the auditor, and 27 to a brief description of 
some of the ways in which the auditing 
philosophy may be reflected in the selection 
and application of auditing procedures. An 
appendix vives a list of books and pam- 
phlets, published by the institute, which 
deal more completely with accounting and 
auditing questions which arise in practice. 
These publications cover six general state- 
ments on auditing standards and _ pro- 
cedure, eight case studies in auditing pro- 
cedure, three case studies in internal con- 
trol, 24 statements on auditing procedure, 
and 42 accounting research bulletins. 

Throughout, as might be expected, em- 
phasis is given to the points that financial 
statements are factual in part only: they 
reflect judgment as well as facts; that the 
primary responsibility for financial state- 
ments with the accounting entity 
whose statements they are; that the audi- 
tor’s report is an expression of informed 
opinion, sometimes unqualified, sometimes 
qualified; that the auditor’s judgment is 
guided by generally-accepted accounting 
principles; and that it is based upon a 
sufficient examination of records and a 
sufficient study of the accounting practices 
followed in collecting and preparing the 


rests 


American Institute of Accountants, 270 


Pp. 56, price $.50. 


data from which the statements are pre- 

pared to enable the auditor to express an 

informed opinion upon the general fairness 
of the statements. 

Auditors and audit work must conform 
to accepted standards, which are classified 
as: 

Personal standards: adequate training and 
experience, independence (an attitude 
of mind), and the exercise of proper 
professional care. 


Field standards: adequate planning of the 
audit work, proper supervision of the 
work of assistants, and adequate study 
of internal control and its effective- 
ness. 

Standards of reporting : including state 
ments whether the statements are pre 
sented in accordance with generally- 
accepted accounting principles, 
whether consistency has been observed 
in the application of those principles, 
and whether there has been sufficient 
disclosure of information necessary to 
make the statements not misleading 

The section on auditing procedures is ex- 

pressly not intended as in the nature of a 
standard audit programme nor of a typical 
audit, but rather as an indication of pro 
cedures which may be necessary or not ac- 
cording to circumstances. They relate to 
the use of such methods as analysis and re- 
view, observation, inspection, confirmation, 
inquiry, and computation as applied to in- 
come and expense and to typical assets and 
liabilities. Particular attention is given to 
accounts inventories, and lia 
bilities. 


receivable, 


Every accountant is painfully aware 
that there is much misunderstanding of the 
nature of accounting and auditing, even 


among businessmen and others who use and 


rely upon audited financial statements 
There can be no doubt that the publication 
of this volume is timely and that it should 
go a long way towards removing much of 
the popular misconception of the nature 
and purpose of financial statements and 
auditors’ reports. One could wish that a 
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Book Reviews—continued 

similar publication, with such little modifi- 
cation as may be necessary to fit it to local 
conditions, were available in Australia. 
But this will not be its only use. As an in- 


The New South Wales Company Secretary’s 
and 8. R. Brown, F.c.a. 


(MELB.), F.C.A. (AUST.), 
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troduction to the study of auditing by ac- 
counting staffs it should be invaluable, and 
its suitability for this purpose is no less in 
Australia than in U.S.A. 

A.A.F. 


Guide: R. Keirn Yorston, B.coM 
(aust.); Law Book Company 


of Australasia Pty. Ltd. Pp. 434, price £2/15/-. 


In this, the second edition of what the 
authors aptly describe as a desk book for 
secretaries, the scope of the first edition 
has been extended to include three new sec- 
tions:Part 18 covers the procedure neces- 
sary in applications to the Court (except 
as regards winding up); Part 19 gives 
specimen agreements most likely to be met 
with in practice; and Part 20, the main 
principles applicable to the valuation of 
shares. Also, additions have been made to 
other parts where necessary, to bring them 
into line with altered law and practice. 

The book has been very well arranged 
for quick reference by busy secretaries, and 
the subject-matter is set out clearly and 
concisely. All the provisions of the New 
South Wales Companies Act 1936, as am- 
ended by the Amendment Act of 1940, that 
are of interest to secretaries have 
been covered, as well as many other mat- 
ters which are useful in the performance 
of the day-to-day duties of running a com- 
pany. 

The first part, entitled ‘‘ Reminders as to 
Statutory Duties,’’ sets out alphabetically 
for speedy reference the various matters in 
the Companies Act with which a secretary 
is directly concerned. The wording of the 
statute is fairly closely followed, and ex- 
tracts are given of the relevant parts of 
Table A. Especially for those who have not 
a detailed knowledge of the Companies Act 
this will be a most useful reference. 

A subject with which most secretarial 
books deal only briefly, if at all, ‘‘Pub- 
lished Financial Statements,’’ is well pre- 
sented in Part 6. Here are set out, with 
explanations given where necessary, the re- 
cent ‘‘Recommendations on Accounting 
Principles’’ issued by the Institute of Char- 
tered Accountants in Australia. Also given 
are portions of the Cohen Committee’s re- 
port on amendments to the English Com- 
panies Act of 1929. A specimen balance 
sheet has been constructed which complies 
with the provisions of the Companies Act, 
and which gives effect to the reeommenda- 
tions of the Institute of Chartered Account- 


use or 


ants in Australia. Specimens of the pub 
lished financial statements of a number of 
companies should be instructive to secre 
taries in the modern methods and trends of 
this important aspect of company manage 
ment, which is receiving more attention 
from company executives every year. The 
example given of the published statements 
of the American company of Eastman 
Kodak and its subsidiaries gives an idea of 
how far most Australian companies are be 
hind the United States of America in the 
amount of information that is divulged to 
shareholders. 

Parts of the volume that will be of every- 
day use to secretaries are secretarial pro- 
grammes, time limits for statutory obliga 
tions, company documents and 
forms to be filed with the Registrar-Gen 
eral, inspection of documents and records 
by shareholders and others, and schedules 
of filing fees and stamp duties. Other see 
tions of interest to everyone concerned with 
the management of a company are speci- 
men resolutions for directors’ and share- 
holders’ meetings, definitions of secretarial 
terms, the statutes and ordinances in force 
regarding companies in the Australian 
Commonwealth Territory, stock exchange 
requirements as to the listing of companies, 
documents to be filed on registration, and 
the cost of registering a company. The 
mechanization of the register of members 
and records of share transactions is dealt 
with in Part 9, and specimens of the 
various forms and records that will be re 
quired to completely mechanize these trans 
actions are given in a manner that clearly 
explains how the system will operate. 

Of the three new parts to this edition, 
Part 20, on valuation of shares, will prob- 
ably be of most interest, and, although 
rather brief for the difficult subject it 
covers, it will give those without a know- 
ledge of it a general explanation from 
which a more detailed study could be pro- 
ceeded with. A general outline is given of 
the two main valuing methods—the asset- 
backing method, and _ earning-capacity 


records, 
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method —together with details of the 
methods to be used for purposes of the 
Stamp Duties Office, such as estate and gift 
duties. 

In Part 18, in the wording of the Com- 
pany Rules 1945, the procedure for appli- 
cations to the Court is covered. This part 
will be of use mainly to companies which 
are reducing their capital, as this is the 
application mainly concerned with in these 
rules. The other additional part, ‘‘Miscel- 
laneous Agreements,’’ gives examples of 
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eight of the agreements which are most 
likely to be met with in practice. 

The authors are to be congratulated on 
producing such a well-written and set-up 
volume, and every company secretary in 
New South Wales would find much to in- 
terest him and assist him in the satisfactory 
performance of his duties. In addition, 
many other executives, apart from secre- 
taries, would benefit by having this book in 
their libraries. 

J. D. SPENCE, 
School of Accountancy, 
Melbourne Technical College. 


Company Law in New South Wales: R. Keirn Yorsron, r.c.a. (aust.), S. R. Brown, 
F.C.A. (AUST.), H. JACKSON, A.1.c.A.; Law Book Company of Australasia Pty. Ltd. 


Pp. 324, price 27/6. 
As the authors state in the preface of 
this, the second edition, it has been written 
for practising accountants and for students 


‘ta 
4 


preparing for the company law examina- 
tions of the various accountancy and sec- 
retarial institutes and similar examining 
authorities. There are set out, clearly and 
coneisely in a narrative form, the main 
provisions with which the practitioner and 


the student are concerned of the Companies 
Act 1936, as amended by the Amendment 
Act of 1940. Explanations are given of 
sections that may present any difficulty in 
understanding or interpretation, and legal 
decisions are freely quoted to explain the 
points raised. 

Although this is an excellent text book 
for students and for accountants and others 
who are concerned more with the every- 
day management of a company than with a 
detailed interpretation of the Act, it would 
not be a suitable reference book for lawyers 
and those who need to examine the law on 
the subject in a detailed manner. The case 
law quoted is by no means the complete 
case law on this complex subject. The pro- 
visions of the Act are explained here in 
easily-understandable language without 
much of the legal phraseology necessary in 
an Act of Parliament, and for this reason 
the book should be especially useful to 
students, who often have difficulty in get- 
ting a clear picture of the provisions of the 
Companies Act from the statute itself. 

Also to recommend it is the fact that it 
is one of the few text books on this subject 
suitable for accountants in which only one 
State’s Companies Act is dealt with, which 
makes it much more easily followed than 


a text book which covers all the Australian 
Acts with their differing provisions. 

In the thirty chapters, related sections 
of the Act have been grouped, and the 
chapters are arranged, as far as possible, 
in logical sequence. The first four chapters 
deal with a brief explanation of what cor- 
porations are, their formation and regis- 
tration, issue of prospectuses, and the con- 
tents of the memorandum of association 
and articles of association. A few of the 
matters dealt with in subsequent chapters 
are: share capital and its alteration, man- 
agement, borrowing powers and debentures, 
dividends, reconstruction, amalgamations 
and organisations, and holding and subsidi- 
ary companies. The last eight chapters 
cover the provisions regarding winding up 
and receivers; an interesting table in this 
section is a comparison of the provisions 
regarding members’ and creditors’ volun- 
tary winding up. 

Table A has been split up, and its various 
clauses are inserted after the particular 
section to which they relate. A table is 
given showing on what pages of the text 
the various sections of the Act are dealt 
with, and an appendix gives a table of 
offences and their penalties. 

This well-set-out summary of the law as 
it is in New South Wales to-day should 
prove of great assistance to students and a 
useful source of information to all aecount- 
ing practitioners who require a knowledge 
of this particular Act. 

J. D. SPENCE, 
School of Accountancy, 
Melbourne Technical College. 





951 
nost 


on 
-up 
in 
in- 
ory 
ion, 
ere- 
in 


Feb: wary, 1951 


. 


The Australian Accountant 


THE AUSTRALASIAN INSTITUTE OF 
COST ACCOUNTANTS 


EXAMINER’S REPORT ON FIRST PAPER — SEPTEMBER, 1950 


One hundred and thirty-five candidates 
sat for this paper. Forty-five passes were 
awarded. Nineteen secured over 70%, one 
of these obtained 90% and two others be- 
tween 80% and 90%. This result of one 
in three passing was most disappointing. 
The major cause was the failure of many 
candidates to answer question 3 and a bad 
mistake by almost 100 candidates in ques- 
tion 4. Many candidates had a possible 
marking of 65% only. 

Marks were again lost by all examinees 
who failed to carry out the instructions on 
the examination paper. Presentation of the 
work, except in isolated cases, was bad. 
Diagrams were very carelessly presented. 

A detailed analysis of the marks awarded 
showed : 

90-100 marks .. 1 candidate 
80-89 » «+» +. 2 candidates 
70-79 . ae “ 
60-69 mele a ae is 
50-59 : peo mn 

40-49 rie Saag Se 

30-39 * ee 

20-29 = eae ee 4 
ne 1 

The average percentage of marks 
obtained in each question, the number of 
candidates who obtained a pass, and the 
number of candidates awarded over 95% 
in each question was: 

Average Number Number 
Question Percentage Obtaining Obtaining 
No. Marks 65% or 95% -100% 
Obtained Better 
64% 79 3 
64% 69 4 
42% 37 5 
41% 34 3 
53% 49 6 
Full paper 54% 45 Nil 

All questions resulted in the earning of 
less than an average pass of 65%. Ques- 
tions 1 and 2 were accorded the best 
answers. Question 4 was given the poorest 
treatment. 

Detailed comments on the individual 
questions : 


QUESTION 1—20 marks. 

This called for a report, the subject being 
left to the selection of the candidate. 

The popular choices of subject matter 
were an inefficient stores issuing procedure 
and idle machine time. 

The main fault was in mis-reading the 
question. Some candidates, as the cost ae- 
countant, issued instructions to their plant 
manager detailing the reports that he must 
submit to enable the cost accountant to take 
corrective executive action. 

Some very good answers were submitted, 
and 79 passes awarded for the question 
the best result on the paper. 

QUESTION 2—20 marks. 

Asked for four types of graphic charts 
useful in the presentation of accounting 
data. 

The popular choice was bar charts, pie 
charts, arithmetic seale graphs, semi- 
logarithmic graphs, and profitgraph or 
break-even chart. 

Main faults were: 

Poor presentation of work and care- 
lessly drawn illustrations. 

Failure to state the type of data 
most suited to each type of 
ehart. 

Wrongly-drawn diagrams for arith- 
metic scale and semi-logarith- 
mie graphs. 

Too many illustrations of graphic 
charts with little suitability for 
accounting data. 

A number of excellent answers were pre- 
sented, and 69 passes were awarded for the 
question. 

, 
QUESTION 3—15 marks. 

Asked for an explanation of the state- 
ment ‘‘Knowledge is the only instrument 
of production that is not subject to dim 
inishing returns.’’ 

Most candidates knew all about ‘‘dimin- 
ishing returns’’ and wrote at length on 
that subject, using the farming illustration, 
but then failed to mention ‘‘knowledge’’ 
and why it was not subject to diminishing 
returns. 
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Report on First Paper—continued 

A number of examinees dealt with know- 
ledge from the personal angle and stated 
that once a course of study was accom- 
plished the individual would earn increas- 
ing returns of income, as a result of gain- 
ing the knowledge. 

This question was poorly answered. A 
large number did not attempt it, and only 
37 passes were awarded on the question. 
QueEstTION 4—20 marks. 

Asked for a report upon a suggested re- 
placement of an old machine with a new 
machine. 

This question was the ‘‘failure’’ of the 
paper, because of a bad mistake by a great 
majority of candidates. 

The question stated a unit profit figure 
and candidates set out the relevant data 
and ealeulated the differential costs at the 
different levels of output. They then set 
down the profit figures and caleulated the 
differential profits at the different levels of 
output. The differential cost figures ex- 
ceeded the calculations of the profit figures 
and candidates then decided in favour of 
the old machine. This was quite incorrect, 
as profit figures were used in the question 
not sales figures. 

The unit cost of the old machine at 100% 
capacity and the new machine at 767/;3% 
capacity were identical, and the new 
machine at higher levels of capacity showed 
a saving in unit cost as well as 1/6 per unit 
profit on the greater output. 

The correct answer to the question was 
that the old machine should be replaced 
to take advantage of the greatly increased 
earnings which were possible after allowing 
for the interest on the capital outlay neces- 
sary for the purchase of the new machine. 

A number of candidates stated that in- 
terest should not be included in costs, and 
left it out of this statement. For a purpose 
such as this, interest on capital invested 
must be taken into account. 
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Almost 100 candidates failed on this 
question because they treated the unit 
profit figure as a unit sales figure. 

Thirty-four candidates passed on this 
question and three obtained full marks. 
QUESTION 5—25 marks. 

Asked for a description of a system to 
cover four requirements (a), (b), (¢), and 
(d) in the recording of transport costs in 
an organisation using three different classes 
of vehicles. 

Some excellent answers were submitted 
for this question, and despite the fact that 
only 49 passes were awarded the majority 
of candidates appeared quite familiar with 
this aspect of cost accounting. 

The cause of failure was a mis-reading 
or incorrect handling of the question. There 
were four sections to be answered and there 
were three types of vehicles. Many exam- 
inees wrote their answers round the three 
classes of vehicles instead of answering (a 
(b), (c), and (d) of the question. This 
resulted in a failure to answer: 

(ec) ascertaining ‘‘into store’ 
age cost of materials, and 

(d) ensuring that all vehicles are 
being used efficiently. 

Answers written on the classes of vehicles 
only covered : 

(a) ensuring correct payment and 
charging of cartage costs, and 

(b) obtaining costs of cartage as a 
service department. 


cart- 


General Remarks 


Candidates should be advised against 
spending too much time on one question 
and then having to rush the others. This 
was obvious on this paper. Time should be 
allotted to questions in proportion to marks 
allotted. Many examinees on this paper 
had very long answers to some questions 
and other questions were incomplete or not 
attempted. Care should be taken in pre- 
senting the work, and writing should be 
legible. 
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LEGAL SECTION 


Edited by 
J. M. GREENWOOD, LL.B., F.I.C.A. 


CONTRACT: RESCISSION FOR INNOCENT MISREPRESENTATION 


In March, 1944, the buyer bought from 
the sellers an oil painting of Salisbury 
Cathedral, which was represented to him 
as a painting by Constable, a representa- 
tion which was held to be one of the terms 
of the contract. In 1949 he found that the 
picture was not a Constable. On a claim 
by the buyer for the rescission of the con- 
tract on the ground that there had been an 
innocent misrepresentation, held, assum- 
ing that in a proper case a contract for the 
sale of goods passing by delivery could, 
after its completion by the delivery of the 
goods, be rescinded on the ground of inno- 
cent misrepresentation as to the quality of 
the chattel sold, the present claim was not 
competent because the buyer had lost the 
right to reject on that ground when he 
accepted delivery of the picture, or, at 
least, when a reasonable time had elapsed 
after his acceptanee, and five years was 
more than a reasonable time. 


Per Denning, L.J.: *‘In my opinion, this 
case is to be decided according to the well 
known principles applicable to the sale of 
This was a contract for the sale of 


goods. 
goods. There was a mistake about the 
quality of the subject-matter, because both 
parties believed the picture to be a Con- 
stable, and that mistake was in one sense 
essential or fundamental. Such a mistake, 
however, does not avoid the contract. There 
was no mistake about the subject-matter 
of the sale. It was a specific picture of 
‘Salisbury Cathedral’. The parties were 
agreed in the same terms on the same sub- 
ject-matter, and that is sufficient to make 
a contract: see Solle v. Butcher, [1949] 
2 All E.R. 1107. There was a term in the 
contract as to the quality of the subject- 
matter, namely, as to the person by whom 
the picture was painted—that it was by 
Constable. That term of the contract was 
either a condition or a warranty. If it was 
a condition, the buyer could reject the pic- 
ture for breach of the condition at any 


time before he accepted it or was to be 
deemed to have accepted it, whereas, if it 
was only a warranty, he could not reject 
it but was confined to a claim for damages. 

‘| think it right to assume in the 
buyer’s favour that this term was a con- 
dition, and that, if he had come in proper 
time, he could have rejected the picture, 
but the right to reject for breach of con- 
dition has always been limited by the rule 
that once the buyer has accepted, or is 
deemed to have accepted, the goods in per- 
formance of the contract, he cannot there- 
after reject, but is relegated to his claim 
for damages: see s. 11 (1)(c) of the U.K. 
Sale of Goods Act, 1893 |N.S.W.s. 16(3) |, 
and Wallis, Son and Wells v. Pratt and 
Haynes, [1911] A.C. 394. The cireum- 
stances in which a buyer is deemed to have 
accepted goods in performance of the con- 
tract are set out in s. 35 [N.S.W. s. 38] of 
the Act which provides that the buyer is 
deemed to have accepted the goods, 
amongst other things, ‘... when after the 
lapse of a reasonable time, he retains the 
goods without intimating to the seller that 
he has rejected them.’ In this ease this 
buyer took the picture into his house, and 
five years passed before he intimated any 
rejection. That, I need hardly say, is much 
more than a reasonable time. It is far too 
late for him at the end of five years to re- 
ject this picture for breach of any condi- 
tion. His remedy after that length of time 
is for damages only, a claim which he has 
not brought before the court.’’ His Lord- 
ship added: ‘‘An innocent misrepresenta- 
tion is much less potent than a breach of 
condition. A condition is a term of the con- 
tract of a most material character, and, if 
a claim to reject for breach of condition is 
barred, it seems to me a fortiori that a 
claim to rescission on the ground of inno- 
cent misrepresentation is also barred.’’ 
(Leaf v. International Galleries, [1950] 


1 All E.R. 693.) 


ARBITRATION: POWER TO AWARD INTEREST 


An arbitrator awarded to a shipowner 
against the charterers of a _ vessel 
£2,137 10s. under the demurrage clause in 
the charterparty. On the question of his 


jurisdiction to award interest on that sum, 
held, it was an implied term of the sub- 
mission that the arbitrator should decide 
the dispute according to the existing law 
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Legal Section—continued 
of contract; that law included the pro- 
visions of the Law Reform (Miscellaneous 


Provisions) Act, 1934, s. 3(1), giving a 


court power to award interest on a debt 
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or damages; and, therefore, the arbitrator 
had power to award ixterest. (Chandris y, 
Isbrandtsen Moller Co. Inc., {1950] 2 All 
E.R. 618.) 


WILL: BEQUEST OF INCOME UP TO SPECIFIED AMOUNT—WHETHER 
DEFICIENCY MAY BE MADE UP OUT OF SURPLUS OF LATER YEARS 


By his will a testator gave his residuary 
estate to his trustees on the usual trusts for 
sale and conversion, and, in the events 
which happened, to hold his residuary trust 
fund (as therein defined) on trust ‘‘to pay 
the income of the residuary trust fund up 
to the sum of £1,000 per annum to [his 
daughter] for her life so long as she shall 
remain single... and as to the remainder 
of the income of the residuary trust fund 
upon trust to pay the same during the life 
of my said daughter’’ to the testator’s 
brother and sisters or their children. The 


testator further provided that, if the in- 
come should amount to more than £1,500, 
‘*such excess in income’’ was to be divided 
equally between his daughter, brother, and 
sisters. Held that, on the true construe- 
tion of the will, the distribution of surplus 
income was to be made each year and the 
daughter was not entitled to make up any 
deficiency in one year out of a surplus in 
a subsequent year. Le Coller’s Deed 
Trusts, {1937| 3 All E.R. 292, applied. 
(Re Cary, dec’d.; Wardle & Anor. y. 
Carey & Ors., |1950| 1 All E.R. 726. 


MANDAMUS: THE PREROGATIVE WRIT 


The writ of mandamus is described in 
Halsbury, 2nd ed., at p. 744, as ‘‘a high 
prerogative writ of a most extensive 
remedial nature, and is, in form a com- 
mand issuing from the High Court of Jus- 
tice directed to any person, corporation or 
inferior court, requiring him or them to do 
some particular thing therein specified, 
which appertains to his or their office and 
is in the nature of a public duty.’’ As 
Bowen, L.J., said in R. v. I.R. Comrs.; re 
Nathan (1884), 12 Q.B.D., at p. 478, ‘‘by 
Magna Carta the Crown is bound neither 
to deny justice to anybody, nor to delay 
anybody in obtaining justice. If, there- 
fore, there is no other means of obtaining 
justice, the writ of mandamus is granted 
to enable justice to be done.’ 

Recently in England fifty members of 
convocation of the University of London 
served a requisition on their chairman to 
summon an extraordinary meeting. The 
chairman refused, and an order of man- 
damus was sought. It was held that the 
dispute was of a domestic nature and one 
essentially for a domestic forum (R. v. 
Dunsheath; ex parte Meredith, {1950} 
2 All E.R. 741). Lord Goddard, C.J., ex- 
plained, at p. 743, ‘‘It is important to re- 
member that mandamus is neither a writ 
of course nor a writ of right, but that it 
will be granted if the duty is in the nature 
of a publie duty and specially affects the 
rights of an individual, provided there is 


no more appropriate remedy. This court 
has always refused to issue a mandamus if 
there is another remedy open to the party 
seeking it.’’ 

The prerogative writ of mandamus 
must be distinguished from orders in the 
form of mandamus which are authorised as 
a means of procedure under particular 
statutes. ‘‘The former is granted whenever 
there is a legal right and no other specific 
remedy ; and the latter can only be granted 
where the party claiming it has a right of 
action.’’ (Per Channell, B., in Morgan vy. 
Metropolitan Rail Co. (1868), L.R. 4 C.P. 
97, Ex. Ch., at p. 101.) 


Many examples of ‘‘a legal right and no 
other specific remedy’’ arise under the In- 
come Tax Assessment Act. For example, 
s. 186 provides that ‘‘the Commissioner 
shall consider an objection.’’ No time limit 
is provided for this purpose, and the tax- 
payer’s only legal remedy is mandamus— 
see Trautwein v. F.C. of T. (1936), 56 
C.L.R., at p. 98. 

That the writ has been infrequently 
sought in Australia reflects great credit on 
the efficiency of taxation administration. 
Instances of applications being rejected 
are to be found in Ex parte The Carpatha 
Tin Mining Co. Ltd. (1924), 35 C.L.R. 552, 
and The Commonwealth Agricultural Ser- 
vice Engineers Ltd. (in Lig.) v. C. of T. 
(S.A ’ (1926), 38 C.L.R. 289. 
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COMPANY: WHETHER JOINT HOLDERS ARE EACH AN “OWNER” 


Certain trust shares were registered in 
the joint names of three directors, a widow 
and her two sons. The widow’s name ap- 
peared first on the register, and by the 
articles of the company the voting rights 
in respect of the trust shares were exer- 
cisable by the first-named of the joint 
shareholders to the exclusion of the votes 
of the others. The company claimed, for 
the purpose of United Kingdom excess 


profits tax, that each of the widow and the 
two sons was the ‘‘owner’’ of the whole of 
the issued capital of the company. Held, 
each of the sons owned an interest, com- 
mensurate with the interests of each of his 
co-trustees, in the entirety of the trust 
shares and that an interest of that nature 
did not amount to ownership of the shares. 
(I.R. Comrs. v. T. W. Law, Ltd., [1950] 
2 All E.R. 196.) 


LANDLORD AND TENANT: SURRENDER BY OPERATION OF LAW 


The landlord was a farmer and the 
tenant an employee who was compelled to 
cease work by age and infirmity. It was 
verbally agreed that the latter need not 
pay any further rent, but could continue 
to occupy a cottage rent-free for the rest 
of his life. This he did, and died intestate, 
whereupon his daughter, who was the ad- 
ministratrix and who had resided with her 


father in the cottage, refused to give up 
possession. Held (Court of Appeal), the 
agreement between the deceased and the 
landlord was effectual to produce a sur- 
render of the tenancy by operation of law 
and the daughter was estopped from as- 
serting that the old tenancy still existed. 
(Foster v. Robinson, {1950} 2 All E.R. 
342. 


BANKRUPTCY: CHEQUE DELIVERED BEFORE PETITION FILED AND PAID 


AFTERWARDS 


H delivered a cheque for rates to the 
rating authority, which banked it at 
ll am. on 4th November, 1949. On the 
same afternoon H filed her petition in 
bankruptey and was adjudicated bank- 
rupt. The cheque was honoured by H’s 
bank on 8th November, her account being 
overdrawn under arrangements whereby 
the bank held security. The trustee in 
bankruptey moved for an order to the 
rating authority to pay the amount re- 
ceived by it to him for division among H’s 
creditors. 

Held (Chancery Division) : 

(i) The rating authority was not paid 
until the money was collected on 8th 
November, 1949, and therefore payment 
did not ‘‘take place before the date of the 
receiving order’’ within the United King- 
dom Bankruptcy Act, 1914, s. 45 (ef. Com- 
monwealth Act, s. 96 (1)), and so was not 
protected by that section. Hadley (Feliz) 
& Co. vy. Hadley, {1898|] 2 Ch. 680, and 
Marreco y. Richardson, [1908] 2 K.B. 584, 
distinguished. 

(ii) As the payment by the bank con- 
stituted a loan by the bank to H, the money 
paid belonged to H and not to the bank. 


(iii) Although the money was lent to 
the bankrupt by the bank at the time the 
cheque was met, it could not be said that 
the amount so lent was an asset acquired 
by H after the adjudication within 
s.47 (1) of the United Kingdom Act of 
1914 (cf. Commonwealth Act, s. 98 (1)), 
because the advance depended on H’s 
credit, which existed before the bank- 
ruptcy, and the security given by her be- 
fore that time, and so the transaction was 
not protected by s. 47 (1). 


On the question of payment, Harman, J., 
referred to the following passage from the 
judgment of Farwell, L.J., in Marreco v. 
Richardson: ‘ I should myself prefer 
to say that the giving of a cheque for a 
debt is payment conditional on the cheque 
being met, that is, subject to a condition 
subsequent, and if the cheque is met it is 
an actual payment ab initio and not a con- 
ditional one,’’ and to the argument of 
counsel based thereon that in the present 
case the cheque was met and, therefore, 
there was an actual payment ab mito, 
namely, before the bankruptcy. ‘‘I cannot 
take that view,’’ said Harman, J., ‘‘as be- 
tween the trustee in bankruptcy and the 
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bankrupt. . . . It is quite true the council 
eould not have sued for the money, having 
accepted the cheque, until the cheque was 
dishonoured. Nevertheless, it was not till 
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the council collected it that it was paid.” 
(Re Hone (a Bankrupt); ex parte The 
Trustee v. Kensington Borough Couneil, 


[1950] 2 All E.R. 716.) 


SALE OF GOODS: CONDITION IMPOSED BY MANUFACTURER AFTER 
SALE BY DEALER TO CUSTOMER 


In May, 1946, the plaintiff entered into 
an agreement with the defendants, motor 
car dealers, for the purchase of a new 
Bentley motor car, for which he paid a 
deposit. It was a term of the agreement 
that: ‘‘The sellers will use their best en- 
deavours to secure delivery of the goods 
on the estimated delivery dates from time 
to time furnished, but they do not guaran- 
tee time of delivery, nor shall they be liable 
for any damages or claim of any kind in 
respect of delay in delivery.’’ On 15th 
August, 1946, the British Motor Trade 
Association made a rule that on the sale of 
a new motor car its members should obtain 
a covenant by the retail purchaser against 
re-sale within a period of six (later amen- 
ded to twelve) months. 

On 28th March, 1947, the manufacturers 
of Bentley motor cars wrote to the defen- 
dants saying that they had decided to 
adopt the association’s scheme and that the 
supply of a new Bentley car would be con- 
ditional on the retail purchaser executing 
a covenant against re-sale. The plaintiff 
refused to execute the covenant on the 
ground that it was not part of his original 
agreement, and, as a result, the defendants 
failed to supply him with a car. In an 
action by the plaintiff for damages for 
breach of contract, the defendants con- 
tended (a) that, having regard to the cir- 
cumstances, a reasonable time for delivery 
had not elapsed, and (b) that it would be 
against public policy to supply the plaintiff 
with a car without obtaining the covenant 
from him. 

Held (\Wing’s Beneh Division), that a 
reasonable time for delivery had elapsed 
and the defendants were in a position to 
deliver the car, had they wished to do so, 
long before 12th May, 1948, when the writ 
in the action was issued; moreover that, as 
the agreement between the plaintiff and the 
defendants had been entered into before 
the covenant scheme was in existence, the 
question whether it was contrary to public 
policy for the defendants to sell the car to 


the plaintiff without obtaining a covenant 
from him against re-sale did not arise, and, 
therefore, the defendants were liable to the 
plaintiff in damages for breach of contract. 
(Monkland vy. Jack Barclay Ltd., {1950) 
2 All E.R. 715.) 

Following the above decision, a firm of 
motor car dealers, members of the British 
Motor Trade Association, who had agreed 
to introduce a covenant against re-sale into 
contracts with their customers, and to ful- 
fill orders on a priority scheme, gave notice 
to the manufacturers that they would 
henceforth complete orders in strict rota- 
tional order without any covenant. The 
Association threatened if they did this to 
place them on a stop list which would have 
put them out of business. The dealers 
sought an injunction to prevent this. 

Held (Court of Appeal) : that as no date 
for delivery was ever agreed by the plain- 
tiffs in a contract with a customer during 
the material time, the contract was for de- 
livery within a reasonable time, and that 
had to be ealeulated with regard to all the 
circumstances of the contract, one of which 
was that, if the manufacturers refused to 
deliver except on the terms which they had 
laid down, the plaintiffs would be unable 
to deliver any car, within a reasonable time 
or at all; or, as each contract was for the 
sale of goods which were not yet in exist- 
ence and were to be made by a third party 
over whom the plaintiffs had no control, 
the plaintiffs were not liable for any delay 
if the manufacturer refused to deliver a 
motor car to the plaintiffs except on condi- 
tions which the plaintiff’s customer was 
unwilling to accept; and, therefore, the 
plaintiffs were not entitled to the injune- 
tion as they had failed to show that they 
would be liable to their customer for 4 
breach of contract if they failed to observe 
the rule in regard to the covenant against 
re-sale and the manufacturer's condition 
in regard to the system of priority. -(Hart- 
wells of Oxford, Ltd. v. British Motor 
Trade Association, [1950] 2 All E.R. 708. 
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STUDENTS’ SECTION 


Edited by 
K. C. Keown, A.c.A. (AUST.), A.M.T.C. 


SOME ASPECTS OF PARTNERSHIP ACCOUNTING 


by 


Louis GOLDBERG 


Many of the difficulties which students 
of accountancy appear to have in the course 
of their studies are often due to an outlook 
which regards the several topics covered as 
unrelated to each other and, what is a 
corollary of this outlook, a neglect to ap- 
preciate the underlying unity which ap- 
plies to almost the whole field of account- 
ing. This is as true of the topic of partner- 
ship as of any other phase of accounting. 

In accounting for the conditions that 
arise from a state of partnership, it must 
be remembered that the everyday operating 
transactions are recorded in the same way 
as those of any other enterprise. Income 
and expenses, assets and liabilities, are 
accounted for in the case of a partnership 
as for (say) a sole trader. Partnership is, 
however, a legal status pertaining to pro- 
prietorship; instead of ownership being 
vested in one person, as it is with a sole 
trader, it is vested in more than one, al- 
though the number is small compared with 
the possible hundreds of shareholders in 
a public company. 


It becomes necessary for the accounting 
mechanism to interpret and record this 
state of legal relationship between the 
partners of a firm, and it is just this re- 
quirement which gives to the accounting 
problems of a partnership its particular 
features; they are all concerned with the 
financial rights of partners in relation to 
each other. 


A partnership is constituted when two 
or more persons agree to pool some or all 
of their resources in order to undertake a 
commercial venture whose conduct will be 
their joint concern. Broadly speaking, the 
former characteristic, namely, the combin- 
ation of resources, distinguishes it from 
single ownership, while the latter, that is, 
participation of each member in manage- 
ment, distinguishes it from a company (in 
which day-to-day control is delegated by 


the shareholders to their representatives, 
the directors). A written agreement, 
known as a partnership deed, may or may 
not be entered into to govern the conduct 
of the partnership and to specify the rights 
of partners inter se. Where a partnership 
deed exists, its provisions govern the deal- 
ings of the firm, but where no written 
agreement exists, or where it is silent upon 
any relevant matters, the Partnership Act 
applies. Students should, therefore, make 
themselves familiar with the provisions of 
this statute which may affect the account- 
ing procedures of partnerships. These are 
given in any course in partnership account- 
ing, and it is not proposed to repeat them 
here. 

From the accounting point of view, when 

a partnership is formed, a new entity is 
created, namely, the partnership itself, 
which, as an accounting entity, is distinet 
from the partners themselves. Accounting 
records are set up and maintained for the 
partnership as an entity, and accounting 
reports are prepared periodically for sub- 
mission to the partners, showing the finan 
cial results for the period (revenue state- 
ment or trading and profit and_ loss 
account), and the financial position at the 
end (balance sheet These must include, 
as distinctive features, a summary of the 
transactions of the partners inter se, and 
the financial relation of each partner 
vis-a-vis the partnership. In order to do 
this, accounts must be set up to reflect the 
different kinds of financial rights as 
between partners which may apply. 

There are three classes of these rights 

which must be distinguished, namely: 

1. Rights in capital; that is, the amount 
which each partner has agreed to 
contribute as his portion of invest- 
ment in the common resources of the 
enterprise. 

Rights in respect of advances to the 
firm (as distinct from the agreed 
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investment), and undrawn profits 
(that is, profits to which a partner is 
entitled but which he has not with- 
drawn in full). 

Rights in profits and liability for 
losses ; that is, the agreed proportions 
in which partners share in the resi- 
dual profits of the firm or in which 
they have to bear ariy losses which it 
may incur. 

These rights may be governed by quite 
different bases of apportionment. For 
example, two partners may contribute 
capital in equal shares, but share profits in 
the proportion of (say) one-third and two- 
thirds. Or they may contribute capital in 
the proportions of one-third and two-thirds 
and, at the same time, share profits equally. 
Or again, one partner may withdraw all 
the share of profit to which he is entitled, 
while another may leave all or part of his 
untouched, and yet the proportions in 
which they share profits remain unaltered. 

It is, therefore, necessary for the 
accounting records to include accounts to 
show the financial relation of each partner 


to the enterprise in respect of each of these 


rights. Hence, the following accounts are 
required for each partner : 

1. Capital account. This will record the 
agreed or fixed amount contributed 
by the partner towards the resources 
of the enterprise. 

Advance account. This will record 
amounts which have been contributed 
(permanently or temporarily) by the 
partner in excess of the fixed capital 
contribution and which, in the event 
of dissolution, are payable in priority 
to capital. 

Current account (or Drawings ac- 
count). This is a record of the 
partners’ salary, interest (on ad- 
vances, capital, and/or drawings), 
share of residual profit or loss, draw- 
ings in anticipation of profits, and 
any other transactions of a similar 
nature between the partner and the 
firm. 

A point that is often overlooked, and 
about which no little confusion exists, is 
that a partner is, in fact, entitled only to 
share in the profit made by the enterprise. 
No matter what his withdrawals from a 
continuing partnership may be called— 
whether salary, interest, drawings, or share 
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of profit—they represent merely a method, 
agreed upon as between the partners them- 
selves, of assessing portion of his propriet- 
ary interest in the firm. For example, if 
one partner is, under the partnership 
agreement, entitled to a salary of £600 per 
annum, what this means in fact is that, 
when the profit of the enterprise as a com- 
mercial unit is determined each year, that 
partner has a prior charge upon that profit 
of £600—prior, that is, to the allocation of 
the residual profit. (The term ‘‘residual 
profit’? is used to indicate the amount 
available for distribution or allocation 
among the partners after all such prior 
charges have been made.) 

It is, therefore, advisable to arrange the 
revenue statement (and the corresponding 
accounts in the ledger) to show the result 
of the activities of the partnership entity 
for a period (net profit or net loss), before 
making any of the adjustments necessary 
on account of the rights of the partners 
between thémselves. That is, such adjust- 
ments as partners’ salaries, interest on 
advances, capital, or drawings, and _ the 
sharing of the profits should be dealt with 
in a separate section of the revenue state- 
ment, which is known as the appropriation 
statement or appropriation account. The 
counterpart of this section of the account- 
ing reports is an appropriation account in 
the ledger itself. 

This position arises from the legal status 
of partnerships. It is consistent with the 
position of a sole trader: an individual 
owner could, if he wished, draw a regular 
salary or charge himself interest on his 
capital, but these would be recognised as, 
in fact, nothing but ‘‘book-entry’’ expres- 
sions of net profit—he is really entitled to 
the profit of his undertaking, nothing more 
and nothing less, and no matter when he 
withdraws this profit or what terms he 
cares to use to describe it, it remains profit. 
The same consideration applies to the 
salaries and interest of partners: they are 
merely expressions of profit adjustment 
agreed on between themselves. This posi- 
tion also accords with the income tax treat- 
ment of income from partnerships. A part- 
nership is not taxed as a separate taxable 
entity, its income is taxed in the hands of 
the partners, and it makes no difference 
from the point of view of tax whether 4 
partner’s share is called salary or interest 
or profit. 
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Students’ Section—continued 

In the balance sheet there should be in- 
eluded as distinct items: 

(a) The amount of advances (if any) of 
each partner. This should be classified as 
a deferred liability, since it represents a 
contribution in excess of agreed capital and 
is repayable in priority to capital and un- 
drawn profits. Interest on advances is one 
of the constituents of profit and, unless 
otherwise specifically provided in the part- 
nership deed, should not be added to the 
amount of the advance but should be 
credited to the partner’s current account. 

(b) The capital of each partner. This, 
of course, is an element (usually the most 
important element) of proprietorship and, 
generally speaking, the total of the part- 
ners’ capital contributions should be ex- 
tended in one amount. 

c) The balance of the current account 
of each partner. This, too, is a part of pro- 
prietorship. Details of items affecting the 
eurrent accounts should not be ineluded in 
the balance sheet but, if it is desired to 
show a reconciliation of the current ac- 
count balances as appearing in successive 
balance sheets, a summary of the current 
accounts may be given in a schedule to the 
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balance sheet. In this way, the inclusion of 
unwarranted details in this accounting re- 
port is avoided. 

These points may, perhaps, best be illus- 
trated by one or two examples. 

EXAMPLE 1. 

After the profit and loss account for the 
firm of A and B has been prepared, the 
following ledger account balances remain 
open: 

Dr. Cr. 
A Capital ae in £2,000 
B Capital he es Kus 1,500 
A Advance - — < 1,000 
Creditors .. — es ee 500 
Profit and Loss A/e. (net profit 
for year) aa a e 

Cash at bank A ra bad £475 
Debtors 5% - - vin 3,600 
Stock a ss i ~ 4,500 
Furniture .. - ” it 500 
A Current A/c. “y- = 700 
B Current A/e. 750 


x ror 
ja 





£10,525 £10,525 

The partnership deed provides that the 

partners shall be entitled to salaries of £600 

p.a. for A, and £800 p.a. for B; that inter- 

est shall be charged at 5% p.a. on capital 

and advances; and that the residual profit 
or loss shall be shared equally. 


The relevant accounting reports would appear as follows: 


Interest on capital— 
A 
B 


Interest on advance—A 
Partners’ salaries— 


A 
B 


Share of residual profit— 


I 


Current Liabilities— 
Creditors oe 
Deferred Liabilities— 

A Advance 
Proprietorship— 

A Capital 

B Capital 


A Current 
B Current 


ae: 6 


. £2,000 


APPROPRIATION ACCOUNT 
Net Profit 
£100 
75 
— £175 
50 


600 
SOU 
1,400 


1,950 
1,950 
3,900 


£5,525 
A AND B 
BALANCE SHEET AS AT.......... 
Current Assets— 
£500 Cash at bank 


Debtors iin 
1,000 Stock on hand 


Fixed Assets— 
1,500 Furniture 


; —— £3,500 
. £2,000 


2.075 
7,575 


£9,075 
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The following schedules to the balance sheet would give details of the partners’ 


current accounts, each of which is shown 
A CURRENT ACCOUNT 
Half share of profit for year 


Interest on capital 
Interest on advance 


-. £1,95 
£100 


Salary 


Less Drawings 


Balance ‘as shown in balance sheet . £2,000 


The following entries would be required 
in the books themselves to give effect to 
the adjustments involved : 


Profit and Account 
To Appropriation Account 
For transfer of net profit. 


Dr. £5,525 


Loss 


Appropriation Account 
To A Current Account 
,» B Current Account 

For interest at 5% p.a. 

partners’ capital. 

Account 
Account 

advance at 5% 


Appropriation 
To A Current 
For interest on 
p.a. 
Account 
Account 
Account 
credited 


Appropriation 
To A Current 
B Current 
For partners’ salaries 
in accordance with amounts set 
out in partnership deed. 
Appropriation Account 3,900 
To A Current Account 
B Current Account 
For shares of residual proftt 
credited to partners equally. 


1,950 
1,950 


When these entries have been posted, the 
appropriation account in the ledger con- 
tains precisely the same information as the 
accounting report of the same name. 
EXAMPLE 2. 

A and B share profits in the proportions 
of two-thirds and one-third. A is entitled 


n one amount in the balance sheet: 
B CURRENT ACCOUNT 


Half share of profit for year 
Interest on capital 


Salary 
9 99% 
Less Drawings 750 


Balance as shown in balance sheet £2,075 
to a salary of £1,200. p..a. and B £800 pa 
Capitals are fixed by deed at A £3,000, and 
B £2,000. Interest is to be calculated on 
partners’ capital, advances and drawings 
in excess of salary at 6% p.a. 

The trial balance after determination of 
net profit was as follows: 


TRIAL BALANCE AS AT 30th JUNE, 1946 


A Capital 
B Capital 
A Advance 
A Current 
B Current 
A Salary 
B Salary 
sank 
Debtors ~ be 
Provision for doubtful debts 
Plant 
Provision 
plant 


Stock on 


(balance 1/1/46) 
Account 
Account 


for depreciation of 


hand 
Creditors .. , 
Profit and Loss Aceount 


£8,900 £8.90 


A had withdrawn £200 Ist April, 
1946; B’s drawings included £400 on Ist 
March, 1946, and £200 on Ist May, 1946 


on 


The appropriation account would appear 
as follows: 


APPROPRIATION ACCOUNT 


1946 
June 30—Partners’ salaries— 
A ae .. £600 
B - os 400 
———. £1,000 
Interest on 


A 


eapital— 
a 90 
B Re 60 


Interest on advance— 
A 


180 


£1,180 


Carried forward 


1946 
June 30—Net half-year 
and Loss 
. £1,350 


for 
Profit 


profit 
(from 
Account 
Interest on drawings— 
A 


> 
> 


—ee 


Carried foi ward £1,300 
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Brought forward 
Share of profit— 


B 


£1,950 
75 


The period covered in 
for salaries and 
would 
appropriation account) is calculated as follows: 


account 
amounts 


800 ‘ 
é which 
2,825 
750 


£2,075 


0 pa 
0, and 
‘ed on 
LWwings 1946 

April 1—Cash 
June 30—Interest 


ion of Balance 


1946 
C 
£3000 
1946 
March 1—Cash 
May 1— 
June 30—Interest 


2 OOO 


1,00 


July I—Balance 


on drawings 


on drawings 


£1,180 Brought forward £1,363 

122 

61 

183 

£1,363 £1,363 
this case is a half-year, and the debits in appropriation 
interest on capital and advance represent half the annual 
accrue. Interest charged against partners (and credited to 


A—6% on £200 for 3 months .. 
B—6% on £400 for 4 months 
6% on £200 for 2 


bat £3 
£8 
months . ; 2 


— £10 


The partners’ current accounts would contain the following items: 


A CURRENT ACCOUNT 
1946 
£200 June 30—Interest on capital 
3 . advance 
Share of profit 


July 1—Balance 
ACCOUNT 
1946 
June 30—Interest on capital 
Share of profit 
Balance 


‘URRENT 
£400 


£60 

61 
489 
£610 


£489 


£610 


Note that the partners’ salaries do not appear as a credit in the current accounts. 
Since they appear in the trial balance, they must have been paid in cash during the 
period, and the only entry involved at balance day is a transfer to appropriation 
account 


1 95 
low 


ER oO 


April, 
on Ist 
1946. 
|ppear Current Liabilities— 
Creditors . 

Bank overdraft 


Deferred Liabilities— 
A Advance 

Propr é torship— 
A Capital 
B Capital 


A Current A/c. 


Less B Current A/e. 


. £3,000 


1946 
June £1,000 

£600 

400 


Account Dr. 
A Salary ‘s ' 
B Salary 


30—A ppropriation 
To 


Balance sheet of the partnership would be presented as follows: 


A anp B 
BALANCE SHEET AS AT 30th JUNE, 1946 


Current 
Debtors 

Less provision 

doubtful 


Assets— 
£800 
350 

——— £1,150 


.. £1,800 
for 
debts. . 100 
nim as 
2,800 
—— £4,500 


1,000 Stock on hand 
Fired Assets 
Plant te re .. £2,500 
Less provision for deprecia 
tion 


2,000 
£5,000 
39 300 
— 2 200 
5,039 
489 
— 4,550 


£6,700 £6,700 
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End Pages 


by 


Angus Lancaster 


Markez Mes Mots 
Encouraged by the reception given .by 

a few of the fourteen readers of End 
Pages to my first list of words, I have 
prepared another list of twenty words, a 
few of which were used by speakers at the 
1949 Congress on Accounting. The re- 
mainder have been taken from recent read- 
ing. As before, I have not supplied the 
answers in the hope that, where doubt 
exists, the solution will be sought in the 
reader’s dictionary. 

Dichotomy: (a) word of two syllables; 
(b) inflated speech; (c) division of a 
class into two sub-classes; (d) the 
science that deals with the life of past 
geological periods. 

Econometrician: (a) a socialist; (b) one 
who measures national income and 
studies its distribution; (¢) one who 
measures the percentage of carbonic 
acid in flue gases; (d) one who 
manages concerns with frugality. 

Dyslogistic: (a) unfavourable; (b) illogi- 
eal; (c) heretical; (d) difficult articu- 
lation of words. 

Rubric: (a) direction 
divine service; (b) 
(ec) of a ruddy complexion; 
book of prayer. 


for conduct of 
ruby coloured; 
(d) a 


Obscurantism: (a) obscenity; (b) render- 
ing impervious to light rays; (¢) hin- 
dering of the progress of knowledge; 
(d) censorship. 

Immerd: (a) to bury; (b) to plunge into 
water; (c) to forget; (d) to cover 
with ordure. 

Misprision: (a) to escape imprisonment ; 
(b) contempt; (¢) to enter illegally ; 
(d) slander. 

Adumbrate: (a) to outline; (b) to preach 
(ec) to stupify; (d) to pronounce 
judgment. 


Hagiology: (a) study of witches; ( 
political rule by priests; (c) catalog 
of saints; (d) science of hypnotis 


Dyarchy (or Diarchy): (a) governme 
vested in two supreme rulers; (§ 
disease of the diaphragm; (c) dise 
of the bowel; (d) ancestor worship. 


> 


Dibble: (a) a plug of half-smoked tobae 
left in a pipe; (b) to let fall in drop 
(ec) instrument used in planting; (@ 
a spendthrift. 

Anthropophagi: (a) communists; ( 
socialists; (c) capitalists; (d) cang 
bals. 


noneonformist; (b)3 
(d) a curate. 


Recusant: (a) A 
viear; (c) a rector; 


Eclectic: (a) thrilling; (b) selecting; @ 


vivid; (d) dilating. 


Invigilate: (a) to tremble; (b) 
(c) to resuscitate; (d) to keep wa 


Hegemony: (a) preponderant authorifj 
(b) flight from justice; (c) unort® 
doxy; (d) marriage with near ré 
tive. 

Latitudinarianism: (a) looseness 
morals; (b) measurement of earth 
surface; (c) liberality of opiniol 
(d) evangelicalism. 


Nepotism: (a) short-sightedness ; (b) stw 
of the clouds; (c) treatment of 
eases of the kidneys; (d) und 
favour to relatives. 


Epithet: (a) condensed account; (b) 
nificant appellation; (¢c) words 
scribed on tomb; (d) abusive adj 
tive. 


(a) pillage; (b) what a cask wé 
of being full; (¢) deficiency in welg 
(d) pilferage. 


Ullage: 








